a STOUTITT ‘sqx0¥5 


poy P482g YZA0CN Oroq | 
2 i 7 Es 0 2 
ee Soy ag “73 uy Bias = 


CERTIFIED 


accountants prefer 


‘e a SV {0 U S e yee 


GR)W-2 FORMS tor 1961 


jrector 
or District Direct 


cont Ae 


—Te aint || 
Anan 


ae anit?) 

aio 

pF ORAAION — 
aS 


er sidé- 


th 
- fons 0” O 
ie ee plover: See instruct z seavIce \ 
" = ven belo= | NU 
) ——— name endows \ TERNAL REVE 
count ne FIN 
eae cS \ FoR USE OF 7 — Toyer's COPY See 
- vant apy ane Employ a 
Tyee A pists 
Employe® a 
compare ——eaveior 


a simple 


“SNAP OUT” 


motion instantly 
separates forms 
and carbons, — 


6 SETS TO A STRIP with 
INTERLEAVED CARBON 


Tailor-made so that Federal and City or State Forms can be prepared in 
one operation 
e 5 and 6 part forms include special copies for various states and cities. 


All forms approved by Internal Revenue Service and State Tax Agencies. 
Ask for sample of form applicable to your state. 


We can also furnish forms 1099, 941-A and W-4. Samples and prices 
on request. 


IMPORTANT- Write today for schedule of low prices and free 


samples. 


S-K FORMS CO. 


IMMEDIATE DELIVERY 
Forms W-2 and envelopes including employer's im- 
print can be shipped promptly on receipt of order. 


LABOR SAVING ACCOUNTING FORMS 


919 WALNUT STREET + PHILADELPHIA 7, PA. 


= fake That Essential First Step TODAY-- 


Investigate 


WALTON TRAINING 


ACCOUNTING AND BUSINESS ADMINISTRATION——\, 


Thousands of men and women holding responsible executive positions 
throughout the country give credit for their success to the thoroughness 
of Walton Training. Every one of them had to take the essential first 
step—to find out exactly what Walton Training comprises and why its 
superiority is recognized. They took that first step, and many later 
contributed brilliantly to 


WALTON'S CHALLENGING RECORD OF STUDENT ACHIEVEMENT 


Over 3,000 Certified Public Accountants 
54 Winners of High Honors in C.P.A. Examinations 


RESIDENT DAY AND EVENING CLASSES 


leading to a B.S.A. Degree 


The Day School Degree Course consists of four terms of twenty weeks each, with 
a ten-week summer vacation in each school year. The program is so arranged that 
students may accept afternoon part-time employment, and full-time employment 
during the ten-week summer vacation. 


The Evening School Degree Course consists of five terms of thirty-five weeks each, 
with one two-hour class session a week for each of two subjects. 


C. P. A. Review offered twice yearly—September and April. 


FALL CLASSES 


Fall Term of Day School Opens........... September 11, 1961 
Fall Term of Evening School Opens........ September 25, 1961 


Approved for Veterans and Civilians 


Early registration is advisable 


Call at the School, write or telephone Mr. Randall, 
FRanklin 2-4576 for full information 


Walton training is also offered by HOME STUDY. Start any time. 


eee WALTON SCHOOL OF COMMERCE ———— 


A Professional School of Accountancy (Founded 1910) 
111 NORTH WABASH AVENUE CHICAGO 2, ILLINOIS 


TALK TO 
TALCOTT 


When your client needs 
financing in excess of his 


We'll help you to help your client by 
providing specialized finance service 
to accurately fit every need. Write or 
phone for full details about how we 
can be of service. 


Talcott’s Special Financing... 


e Accounts Receivable (Non-Notification) 

e Inventories e Machinery & Equipment 

e Installment & Lease Sales e@ Factor- 
ing (Notification & Non-Notification) 
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Note These 4 Programs — 


DISABILITY PLAN—Provides a weekly income in the event of disability 
caused by Sickness or Accident. 
* A special rate reduction for those under age 35. 


MAJOR MEDICAL PLAN—For members and their family dependents. 
Catastrophic Coverage for in or out of Hospital expenses up to 
$10,000.00 per disability with a choice of deductibles of either 
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HOSPITALIZATION PLAN—For members and their family dependents. 
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BETTERS TO THE EDITOR 


Sirs: 


The experience of our firm with punched tape accounting may be inter- 
esting in the light of the article on the same subject by Ralph Bearden in the 
Spring 1961 issue of The Illinois CPA. 

The principal observation I would make is that I don’t think it cost me 
any more over all for punched tape but yet no less than manual handling. 
It may be that further use of the system would have proved it to be less costly. 
We do know that it did not serve to eliminate any payroll in our office. One 
client didn’t like the tab form for statement purposes; it had to be typed. 
We felt obliged to prepare complete income statements before putting the data 
on tape in order to eliminate errors. We were doing the work both manually 
and by machine. Pre-coding of transactions also takes time. 

An objection to punched tape lies in the fact that a firm is inclined to 
think in terms of getting more work for the machine in order to keep it busy. 
The class of work needed is not of a professional nature suitable to the ability 
of the practitioner unless he is solely a tax practitioner interested in every 

kind of a tax problem. Even then he will obtain some not too desirable work. 

Too much writeup work tends to make assistants unhappy, in thinking that 
they are not working up to their ability and therefore their pay check is 
smaller and the future is not so promising. 

A further objection lies in the mental confusion which exists when more 
than one method of accounting is used by the same man and the need for the 
training of new men to punched tape accounting. Every accountant has been 

trained in and is familiar with the standard double entry ledger, manually 
kept. Most of our clients use this latter method. 

In the above discussion I am thinking only of clients who have no book- 
keeper and no one available who can be trained to do book work. For larger 
clients it is possible that direct use of paper tape and processing centers may 

be advantageous cost-wise. 

We have frequently felt that the use of tab never costs less but it does 
produce more paper and records, faster. It is also thought that the best use 
of tab is where more than one run or classification is needed from the same 
punched cards, such as sales by states, by salesmen, by products, ete. Such 
a run, however, is not needed by very small firms. Payroll is also adaptable 
to tab, because a run must be made for total payroll, total withholding tax, 
total FICA and total other deductions, and a run must also be made to 
allocate these amounts and collect them by employee. Here again the em- 
ployer of less than ten may have small use for tab. 

We strongly question the materiality of the time and money saving, if 
‘any, by practitioners in using paper tape. 

Yours truly, 
THEopoRE N. Perry, CPA 
Chieago, Illinois 
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HARRY I. GROSSMAN 


At the Spring Awards Din- 
ner held last March 28 in The 
Conrad Hilton Hotel, Vice Pres- 
ident Joseph F. Sullivan was 
just completing a warm, friend- 
ly and interested presentation 
of the Society’s medals to the 
candidates achieving the high- 
est grades in the November 


1960 CPA examination. Joe 
had already awarded the silver 
8 medal. He was in the act of 


passing the gold medal to the 
first place winner when he suffered a fatal heart attack 
and collapsed in view of the horror stricken audience which 
but a split moment before was completely absorbed in his 
story of the winners’ careers and what served to bring them 
to the forefront that night. 
The grief which seized those of us who knew Joe well 
was a measure of the man. The memory of that night will 
not fade easily. 


If it can be of consolation to any of us that Joe passed 
away while in the very act of serving those interests which 
were close to his heart, we have such consolation. A mem- 
ber of the Society since 1938, Joe contributed much to the 
growth and stature of the organization as well as to the 
profession itself. He served on many committees as chair- 
man and as member and contributed significantly to the 
highly important work of the special survey committee 
which was in existence from 1954 through 1957. He was 
also most active in the work of the AICPA. 


Drevidenty MESSAGE 


Joe's counsel, support and understanding were a bulwark 
and a great comfort to me during my administration. He 
never spared himself when asked to lend a hand. He had 
a genius for making me feel that | was conferring a favor 
upon him whenever | asked him for help. Joe’s professional 
stature, high as it was, never obscured the warm human 
being that he was. Those who were privileged to know 
him well reacted to him in affection. | am sure this must 
have been one of the great compensations in Joe’s life. 


Himself an Illinois Society medal winner, Joe had a keen 
interest in the encouragement of young people starting out 
on a public accounting career and in the recognition of 
scholastic attainments. Shortly before the last Awards 
Dinner, Joe remarked to one of his partners that in his 
opinion not enough time was customarily devoted to the 
actual awards ceremony. He was anxious, as was typical 
of him, to give ample due to the achievement of the be- 
ginner. He prepared his Awards speech carefully and took 
time out of his busy day to meet with the winners personally 
in order that he have a direct and firsthand knowledge of 
his subject matter. He was anxious to convey, and by his 
actions could hardly fail to convey, to the medal winners 
that he and the Society were interested in them as 
individuals. 

We in the Illinois Society are thankful to have had the 
productivity, loyalty and devotion of Joe Sullivan in our 
ranks for something over two decades. His loss in the 
prime of his life is that much heavier to bear. Those of 
us whom Joe left behind have an obligation to carry on for 
him and the other giants of our Society’s history who helped 
put us where we are today. | echo the sentiments of one 
of our past presidents who was shocked to learn of the 
tragedy on the morning after the Awards Dinner. He 
slowly shook his head and simply said, “Joe was not 
expendable.” 

Our deepest sympathy goes to the family of Joseph F. 
Sullivan and to his partners. We share in their great loss. 
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105 W. Madison St., Chicago 2 
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COST ANALYSIS 


In today’s fast moving business world the need for immediate 
information is becoming more and more acute. Naturally 
such information must be reliable or it is valueless. 
Automation alone is not the answer! There must be a wealth of 
know-how and experience backing up the machines and a 
desire to do the best job possible. SOS Data Processing gives you 
just that. The systems engineer best qualified for 
your needs is assigned to the project. He becomes your personal 
service engineer and is responsible for the satisfactory completion 
of your work. 
Whether you have just begun to think of automation (punched 
card or electronic) or have your own machines, your call 
to SOS will lead to greater benefits through personalized service. . . 
days, nights or week ends. 
Call now! An SOS specialist will be happy to explain how 
automation can serve you—what you can expect and how 
much it will cost. 


SOS Data Processing 


AN AFFILIATE OF STIVERS OFFICE SERVICE 


HArrison 7-7191 
175 West Jackson Boulevard, Chicago 4, Illinois 


CLASSIFIED ADVERTISING 


THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT accepts 
classified advertising at the following rates: 
20 cents per word, minimum of $3 per ad. Box number counts 
as two words. Advance payment required. 
A box number, if desired, will be charged for as two words. 
The closing date will be the 10th of February, May, August, and 
November. Address all replies to the office of the Illinois Society of 
Certified Public Accountants, 208 South La Salle Street, Chieago 4, 
Illinois, to the box number given in the ad. 


CPA candidate now in public accounting desires position that will | 
offer maximum experience and opportunity. Box 32. | 


Furnished space in CPA office with complete tax and accounting 
library facilities available to lessee. Box 40. 


SENIOR & SEMI-SENIOR: Rapidly expanding public accounting 
firm offers outstanding opportunity for permanent positions on its 
Audit Field Staff for capable accountants with three to six years 
experience. Send résumés, including salary requirements to: J. K. 
Lasser & Company 666 Fifth Ave., New York 19, N. Y. 
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A Thorough Grasp of the Mission and 
Method of Accounting Will Disclose 
Its Underlying Logic 


Mission and Method 


By A. C. Littleton 


It may seem a mere truism to say 
accounting is a technology whose sery- 
ice is focused upon aiding men to 
understand a business enterprise and 
its management. The thought is 
more than trite truism, more than 
definition, assumption or postulate. 
It reaches deeply into an area of 
broad objectives. As an objective, the 
idea is supported by man’s natural 
urge to know, to benefit from experi- 
ence, to extend his understanding. 

Accounting has been functioning 
‘in aid of this need for at least five 
centuries. Over a few recent genera- 
tions it has developed greatly in- 
ereased capacity for effectively serv- 
ing this need. And the lmit has not 
yet been reached. But now a question 
arises: How, and how fast, shall 
growth continue? 

If a broad objective is needed as 
a springboard, the one mentioned 
above would seem appropriate. Re- 
search could then be directed toward 
sub-objectives suitably supporting 
the primary reason that accounting 
exists. For relevant sub-objectives 
direct the course that accounting sub- 
‘actions take. 

In spite of some opinion to the con- 
trary, there is good reason for be- 
lieving that little is basically at fault 
with accounting ways and means. 
Real issues are more likely to be 
found in the area of ideology, par- 


ticularly that associated with objec- 
tives and sub-objectives. The me- 
chanics of modern accounting action 
can adjust to whatever ideology shall 
be found most rationally in tune with 
a graduation of rational objectives. 


Needed: A Philosophy of Mission 


Accounting ideas and concepts have 
not yet been organized into an in- 
tegrated body of doctrine capable of 
matching the purposeful integration 
of the actions which make account- 
ing a technology. Herein lies the 
present challenge. Accountants have 
a deep understanding of their tech- 
nology; and they have a elear sense 
of mission. But a recognizable philoso- 
phy of the mission of that technology 
seems lacking. Sooner or later a clear 
analysis of the mission of accounting 
should be joined with a philosophy of 
method. 

A philosophy of mission and of 
method need not and should not, be 
philosophical in origin or form. It 
might very appropriately consist of 
an integrated body of doctrine de- 
signed to show why accounting sery- 
ice is needed and, in detail, why and 
wherein accounting has capacity to 
render its kind of service, that is, the 
service of making enterprise experi- 
ence so knowable that understanding 
may grow out of that knowledge, and 


rational action out of that under- 
standing. 

Before accounting doctrine can be 
organized into an integrated whole, 
many separate ideas, concepts, ob- 
jectives must be found, stated, justi- 
fied and assembled. It may prove a 
useful approach to this kind of basic 
research to look beneath a variety 
of accounting objectives related to 
helping men to understand a business 
enterprise. If we can know why men 
have wished to understand, it may 
become clear that accounting has had 
a long career of serving a deep-lying 
human need. 

Mankind has been endowed with 
intellect beyond all other creatures. 
This quality includes two significant 
and interrelated features : 


—An urge to understand 


—A capacity to benefit from ex- 
perience 


Understanding can be a goal; ex- 
perience can be a means of approach- 
ing that goal. It is part of man’s 
nature to have capacity to under- 
stand, capacity to know in order to 
understand, capacity to examine ex- 
perience in order to know, capacity 
to take present action based on ex- 
perience and aimed toward an ex- 
pected future. 

It must have been an urge to un- 
derstand their business enterprise 
that motivated the early innovators 
of accounting. The data organized by 
those techniques still derive out of 
and speak of enterprise experience. 
Only decisions of enterprise manage- 
ment created—and_ still create—the 
exchange-priced transactions which in 
turn provided quantitative data re- 
garding prior experience, an element 
indispensable to an understanding of 
the present. 


Intergration of Real and Nominal 
Accounts 


Perhaps the most significant inno- 
vation made long ago was the integ- 
ration of real and nominal accounts. 
It is this integration which gives ac- 
counting the capacity to use ex- 
change-priced dollars to picture prior 
experience, and thus to help men 
convert experience into understand- 
ing, and to use understanding in aid 
of rational next decision-actions. The 
mission of accounting still rests upon 
such objectives as these. Disintegra- 
tion of the tight integration between 
real and nominal accounts would be 
fatal to that mission. Contrived and 
artificial integration, even though 
trial balance totals were still equal, 


would seriously impair the analytical | 


message carried by financial state- 
ments. 

An important limitation in ae- 
counting appears in the fact that 
account figures do not act automati- 
eally to generate understanding. 
Digits, even organized digits, are si- 
lent and inanimate. They funetion 
only as users, possessed of an urge 
to understand and a capacity to bene- 
fit from experience, undertake to ex- 
tract meaning from account figures 
meaning, let it be noted, relevant to 
the users’ own problems and pur- 
poses. 


It is important in basic research 
to visualize men working with ac- 
counting method to guide raw data 
toward intelligible communication ; 
to visualize other men studying com- 
municated account data. The image 
of accounting should be readily recog- 


mized as that of a technology medi-| 
ating between enterprise experience 


and men having problems of decision- 
actions before them. 
Such an image would make it clear 
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that full communication of meaning 
will be affected, not only by technical 
methodology, but by the capacity 
both groups of men shall have for 
understanding the objectives, needs, 
hmitations of each other. 

Human factors are inseparable 
from accounting. Changes in method 
ean dilute the communication unless 
the user’s understanding has been 
suitably upgraded earlier. Changes, 
therefore, should be evolutionary 
only; they should be well thought 
through, not only justifiable but jus- 
tified within the user’s knowledge 
and understanding. 


The underlying sense of the well 
known phrase ‘‘generally accepted’’ 
is that understanding and _ justifica- 
tion give strength to an idea. Ac- 
counting progress over several gener- 
ations and increased user understand- 
ing have moved forward together. It 
would seem that explanation of ideas 
and justification of limitations—in a 
word, accounting theory—are likely 
to become more effective instruments 
toward acceptance and use of tech- 
‘nical advances than legislative fiat or 
Py type of unsupported preferences. 

To one who understands account- 
ing only superficially, its method may 
seem far more flexible to individual 
wish than is the case. This fact might 
very well cue an effort on the part of 
accountants to help more people to 
understand the limits within which 
accounting must function; the limits 
and the reasons for the limits, beyond 
‘which accounting should not be set 
‘into a uniform pattern; the limits 
beyond which accounting, working as 
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ence, cannot vary its data according 
to the winds of economic change. 


Mission Rests on Service Provided 

A. philosophy of accounting mission 
would best be centered on certain 
concepts of needed services—services 
which could mediate in the markets 
the actions of enterprise management 
and the needs men have to know the 
factual results of those actions. Spe- 
cifically, these needs are to under- 
stand enterprise status as of definite 
dates and to appraise enterprise man- 
agement accomplishments. 

The concepts of accounting services 
would be those of a technology dedi- 
cated to dependably and systemati- 
cally organizing decision-derived data 
toward intelligible communications; 
that of a technology which did not 
purport to be infallible, all inclusive, 
or strive to provide the sole answer to 
men’s need to understand and to take 
action out of that understanding. 

A philosophy of accounting method 
should derive basically from concepts 
involved in the accounting mission. 
For this, an integrated body of doc- 
trine should include the reasons why 
accounting has within its method the 
capacity to serve men’s various needs 
to understand a business enterprise. 
It is not enough to describe proce- 
dure; an act of doing should be illu- 
minated by the knowledge of how 
that act was able to contribute to 
specific objectives, and through them, 
to other more distant objectives. 
There are illuminating ideas beneath 
every type of accounting action. 


Method Relates Means to Ends 
Method does not exist for its own 


it must with enterprise actual experi- i sake. Method is made up of complex 
—EEE—EE ae 
| A, @. LITTLETON is professor-emeritus of accountancy at the University of 
Tllinois. Since his retirement from the University faculty in 1953 he has 


lectured and taught at a number of universities and has continued to write 
extensively in the areas of accounting history and theory. 


means related to definite ends. Method 
provides a suitable means only to the 
extent that the means can satisfac- 
torily serve that end. An examination 
into the philosophy of method should 
therefore undertake to tie a wide va- 
riety of accounting actions into con- 
cepts lying within the philosophy of 
accounting mission. Hach type of ac- 
tion, to justify its existence (that is, 
acceptance and use) should contrib- 
ute in recognizable ways and degrees 
to the fulfillment of the accounting 
mission. 


Accounting actions are many and 
varied and interrelated. Their known 
interrelations and customary sequen- 
ees may have tended to obscure the 
way each could play a part in ful- 
filling the overall mission of this 
technology. 

For these reasons it would seem ap- 
propriate that basic research should 
look beneath simple types of account- 
ing action for clues to their reason 
for being. No doubt aspects of the 
mission of accounting would be found 
reflected, in some degree, within each 
type of action. Each justifiable type 
of action should be able to survive the 
test of serving the objectives of ac- 
counting better than another con- 
ceivable alternative. From an ensu- 
ing study of persuasiveness among 
alternatives, there should emerge rea- 
sons explaining why existing actions 
have capacity to contribute to a sue- 
cessful mission —that of making a 
business enterprise and its manage- 
ment understandable to interested 
parties. 


Example: Spacial Arrangement of 


Data 


Consider a few simple illustrative 
examples. A part of the theory of ac- 
counting method calls for the use of 


4 


' 
| 
ei 
spacial arrangement of data to point | 
up significant relationships within an | 
enterprise. Reading meaning out of | 
spacial arrangements requires knowl- 
edge of the ways that meaning can 
be expressed in this way. | 

This aspect of analytical data or | 
ganization appeared quite early in| 
the form of two summary accounts in | 
the ledger: balance account; profit | 
and loss account. When, in later) 
years, summaries of account data. 
were separated from the ledger, they 
were copies both as to facts and form | 
of these two bi-lateral accounts. 


By processing account data in two 
opposite columns, informative con-| 
trasts were made (1) of the means} 
available in the enterprise (assets) | 
and the sources of those means (equi-; 
ties); (2) the means converted into 
efforts to please customers (expense) | 
contrasted with the accomplished suc- } 
cess of those efforts (revenue). More-} 
over, by processing account data into 
two integrated report-statements, an 
informative contrast was created of 
enterprise capital (the tree) and en- 
terprise income (the fruit). Neither 
report alone could be as informative 
as the two contrasted and integrated.; 

Modern financial statements  skill- 
fully expand the use of spacial ar- 
rangement to direct reader attention 
to relationships. The user, however, 
must know how relationships reveal 
meaning; if he does not, the presenta- 
tion is merely quantitative and con- 
fusing. 

This accounting development re- 
veals rather than makes relationships. 
Before data appear in accounts, rela- 
tionships exist among the transae- 
tions. Relation among accounts fol- 
lows a matter of course. Enterprise 
capital is at work in transactions not 
in the accounts; management use o 
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capital produces results whether ac- 
counts are kept or not. The contribu- 
tion made by accounts is that of con- 
verting into intelligible computations 
and communications this inherent in- 
tegration of capital in action and the 
income produced by that action. Since 
financial statements integrate capital 
and income, they reflect and report 
on the interrelations among the judg- 
ments, decisions and actions manage- 
ment. 


More Research Needed 


A brief excursion is insufficient to 
penetrate into many reasons why ac- 
counting method is capable of carry- 
ing forward the accounting mission. 
Much more exploring is needed. 
Search beneath method to uncover 
ideas, concepts, objectives, and 
achievements would seem to be, for 
accounting, basic research. It would 
lead to inquiry into the relation be- 
tween accounting philosophy of mis- 
sion and its philosophy of method. 


In the long run, basic research 
should be rewarding. <As its results 
become widely known, accounting and 
accounting reports would become 
more understandable to more people. 
Basic research would demonstrate 
that accounting is more logical than 
it is traditional. A logical framework 
is less subject to easy change than a 
purely customary framework. 

It would be a contribution if ob- 
jectives were made clear and if the 
existence of inherent limitations to 
accounting actions were forcefully 
presented. Reader understanding of 
the limits affecting accounting would 
make financial statements more un- 
derstandable to all concerned. 


Research might well implement the 
thought that professional auditing, 
in effect, uses a special investigating 
methodology for examining into the 
extent to which the philosophy of ac- 
counting mission and the philosophy 
of method, in the given case, have 
been held in close alliance. 


Accounting at the Crossroads 


Accounting is at the crossroads. Accountants must put aside the eye- 
shade and strive for a broader base of knowledge of economics and business. 
They must obtain an intimate understanding of the companies with which 
they work and the industries in which the companies operate. A business 
approach to auditing and accounting is essential if the CPA is to make any 
constructive contributions to our society. Whether we are concerned with 
large companies or small companies, or whether we are large firms or small 
firms, we can make a contribution to the affairs of our clients if we will simply 
get behind the books and get into the business to obtain the necessary facts to 
make the right decisions. We, as accountants, must recognize the weaknesses 
which exist in our profession and vigorously support the movement to define 
objective standards upon which sound accounting principles can be based. 


A. Bruce MaTTHEws 
The Report, October 1960 
Colorado Society of CPA’s 
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An Incisive Look at Some Basic Fiscal 
Facts of Life, Facts Too Often Over-| 


looked 


The Facts of Federal 


This paper will be concerned with 
some facts of Federal fiscal life which 
are important to every one of us, not 
only as professional people, but as 
citizens as well and will call your at- 
tention to some schemes for contra- 
vening them. In order for these facts 
to be understood properly, it is neces- 
sary to put the Federal Government 
in perspective. 

There is not just one government 
in the United States; there are many. 
We sometimes forget this when we 
speak of ‘‘government.’’ In a democ- 
racy one of the characteristics of gov- 
ernment is the maintenance of public 
services which are responsive to local 
needs and choices. The further we 
remove the issues of government from 
the local scene, the greater is the tend- 
eney of government to lose its sensi- 
tivity to local needs. That is why we 
have State, county, township, and 
city governments in the United States. 
They employ nearly three times as 
many people as are employed by the 
Federal Government, and together 
have been spending between forty 
and fifty percent as much in recent 
years as the Federal Government. As 
a matter of fact, if you exclude mili- 
tary.and international expenditures, 
State and local governments spend 
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Fiscal Life 


By John A. Beckett 


more than the Federal Government } 
does. Moreover, State and local gov-| 
ernments are growing in size, in com-| 
plexity, and in consequence. The} 
erowth of great metropolitan centers 
in the United States has been one of; 
the major characteristics of the post | 
war years, and it 1s continuing apace, 
with accompanying issues of social, 
financial, and other natures. 

So when we think of ‘‘govern- 
ment,’’ let us not forget that impor- 
tant as the Federal Government has 
become on the national scene in re- 
cent years, and important as it may 
further become in the years ahead, it! 
is not by any means our only instru- 
ment of national development and 
service to the ever-growing number of 
citizens in our country. The Presi-| 
dent time and again has sought to 
maintain perspective in the me 

| 
| 
' 
i 
| 
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mind with respect to the balance be- 
tween and amongst these govern- 
ments. 

But back again to some facts of) 
life in the Federal Government, and 
the issues that lie behind them. 


The Leverage of Recession 

You will remember that in late 1957) 
and early 1958 this country suffered 
a business recession. That mae | 


was short-lived, but it did affect many 
people and many businesses. 


You may be interested to know that 
short-lived business recession affected 
Federal finances. The Federal Gov- 
ernment’s income from individual 
and corporate taxes fell off substan- 
tially, and at the same time some 
government expenditures were in- 
creased, in part to produce a counter- 
effect to reduced business activity. 
The net result for the Federal Gov- 
ernment was a deficit of 12.4 billion 
dollars in fiseal year 1959—the largest 
deficit in the peacetime history of the 
United States. 

The recession which caused that 
result was, | am sure we will all agree, 
regrettable. It would be much nicer 
if it had not oceurred. But let none 
of us infer that this was a sign of 
economic weakness. We have a strong 
and resilient economy; it has pro- 
duced the highest standard of living, 
by far, of any economy in the world. 
In spite of all the fear talk of some 
who interpret an occasional recession 
as a symptom of grave weakness in 
our economic machinery, we have an 
active productive capacity, and an 
output second to none in the world. 
That we have—and will continue to 
have—good and poor years, is no re- 
flection on the basic strength of our 
economy. 

But the point is that the 1957-1958 
recession produced a 12.4 billion dol- 
lar deficit for the Federal Govern- 
ment in fiscal 1959; as you can imag- 
ine, that was a large addition to the 
already substantial debt of the United 
States. 

Thus, from the above the first fact 
about Federal fiseal life is apparent. 
Even a short economic recession can 
produce sobering fiscal consequences 
for the Federal Government. 


The Size of Surpluses 


The fiscal year 1960 showed a sur- 
plus substantially above that which 
had been expected earlier in the year. 
When the year ended last June 30, 
we were 1.2 billion dollars in the 
black. But as gratifying as that was, 
you can see that it was small indeed 
when compared with the 1959 deficit 
of 12.4 billion dollars. 

For the current fiscal year—1961— 
the administration gave to the Con- 
gress a proposed budget which would 
have produced a surplus by July of 
1961 of 4.2 billion dollars—the second 
highest on record. However, the like- 
lihood of achieving any such surplus 
has been sharply reduced by recent 
actions of the Congress and its fail- 
ure to enact some of the President’s 
proposals and reduced expectancies 
for corporate tax revenues. We now 
expect a budget surplus of 1.1 billion 
dollars. 

Never in the history of our country 
have we had a surplus in one year 
which approached the size of the cefi- 
cit induced by that single short-lived 
recession in 1958. 

This is the second fact of Federal 
fiseal life: The best of our surpluses 
in recent years do not begin to com- 
pensate for the revenue losses in times 
when economic activity recedes tem- 
porarily. 


Debt and Its Carrying Costs 


Annual deficits and surpluses are 
one thing; the total debt of the Na- 
tion—and more particularly the cost 
of carrying it—is another. At present 
the United States Government owes 
about 288 billion dollars to the hold- 
ers of government securities, and the 
annual interest expense for carrying 
that debt is now around eleven per- 
cent of the total budget receipts of 


THE FACTS OF FEDERAL FISCAL LIFE / BECKETT 7 


the Federal Government anticipated 
in fiseal 1961, or 9.0 billion dollars. 

Put it another way; out of every 
tax dollar you pay to the govern- 
ment—and personal income tax pay- 
ments constitute fifty-four percent of 
all income budgeted for 1961—eleven 
cents go to meet annual interest costs 
on those government securities. When 
you remember that seventy-five per- 
cent of the total individual income 
taxes received by the Federal Gov- 
ernment arise from the income brack- 
ets under $5,000, you get an even 
clearer idea of the impact of inter- 
est costs on the individual taxpayer. 

We pay far more for interest than 
we do for agricultural price supports 
or veterans’ benefits. In fact, the only 
government program which costs 
more than interest on the public debt 
is major national security, for which 
we spent—last year—45.6 billion dol- 
lars. 

I think you will agree that this is 
a high cost to pay for interest. 

This, then, is the third fact of Fed- 
eral fiscal life: The carrying cost of 
our Federal Government debt is 
around eleven percent of our total 
income. 

These three — deficits, surpluses, 
and debt—describe some of the more 
apparent realities of Federal fiscal 
life, 

But there are some other facts of 
fiseal life that are not so apparent. 
Let’s have a look at a few. 


“Built-in”’ Increases of Government 
Spending 


First, there are. many programs 
which are today accepted as normal, 


Gn ay 


necessary, inescapable programs of 
the Federal Government and which! 
are due to cost much more in the years 
ahead than they do now. With grow/ 
ing population, increasing urbaniza, 
tion, and accompanying increases in) 
the complexity of social life, some 
present programs will inevitably in, 
erease in cost. Such ‘‘bult-in’’ in} 
ereases in 1961 alone came to over & 
billion dollars; for 1962, there are al 
ready ‘‘built-in’’ increases of over @ 
billion dollars more. | 
The Government is committed int 
the future for plenty of other costs 
For example: | 
—Merchant Marine subsidies anc; 
ship replacement just for cur; 
rently subsidized ships will cost 
4.3 billion dollars. | 
—5.4 billion dollars is already com! 
mitted for future Federal con| 
tributions for public housing. 
—Federal civil public works proj- 
ects already started will cost 
billion dollars after 1961 to com- 
plete. 
—It may cost as much as 30 billior) 
dollars or more to complete th 
interstate highway program. 


These and other obligations, along 
with huge unexpended balances inj 
our defense program amount to 10 
billion dollars of future commitments 

There are others, too, for which w 
must pay in the future for obligations 
already ineurred. 

—Accrued military retirement 

amounts to 38 billion dollars, and 
is not funded. | 


—Aececrued civil service retirement 
amounts to about 28 billion dol. 


JOHN A. BEOKETT is Assistant Director of the Bureau of the Budgets 
Washington, D. ©. A former member of the Illinois Society of Certified 
Public Accountants, he was a member of the firm of Arthur Young & Co. 
Chicago. This paper is based on a talk delivered at a meeting of th 
Illinois Manufacturers Association, in Chicago in May, 1960. 
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lars above present fund balances. 

—Veterans’ pensions, compensa- 
tion, and other benefits amount 
to another 300 billion dollars. 


All these are obligations we have 


assumed for past services. 


Now if you take the 288 billion 
dollars of national debt, add the 100 
billion of commitments we have made 


for going programs, and about 370 


billion for retirement, pension and 


benefit programs, you come to the 


astronomical total of over 750 billion 


-dollars—the size of our national mort- 


gage on the future. 
This is not fancy, this is fact; a 


fact of Federal fiscal life—albeit not 


a very widely recognized fact—with 
which it would serve more Americans 
to be familiar. 


Demand for New Programs 


Secondly, added to the already 
built-in growth of Federal expendi- 
tures and to the national mortgage, 
there is an almost insatiable demand 
for Federal Government activities. 
There are insistent demands for new 
or expanded programs in education, 
housing, reclamation, defense, medi- 
eal care, research, space exploration ; 
you name it, there are pressures for 
new programs—without, of course, 
new taxes. 


There is really no way of measuring 
with any accuracy the total additional 
cost of satisfying all these demands, 
but they run up to incredible figures. 
If you have been sobered by this talk 
of billions up to this point you would 
be staggered by the magnitude of the 
eosts which would be wished onto the 
Federal Government by those who 
look to it to supply all of what they 
conceive to be our national needs, 
and much more than the Federal 


Government is committed to at the 
present time. 


Summary—Facts of Fiscal Life 


In summary these are a few of the 
hard facts of fiscal life in the Federal 
Government. 

—Deficits are easy to come by; 

—Surpluses are hard to come by 
and they do not compensate for 
the deficits ; 

—Debt costs are higher than any 
other Federal costs save those for 
defense ; 

—We are already committed to 
spend incredible sums in the fu- 
ture for past services; 


—Higher levels of spending in the 
future are built into present pro- 
grams; 

—There are tremendous pressures 
to get the Federal Government to 
do still more; and 

—QOf course, there is a widespread 
reluctance to face up to the prob- 
lem of how to pay for all of it. 


These fiscal facts of life are now 
well recognized by most people who 
make it a point to study government 
affairs, and they are beginning to be 
recognized more and more broadly in 
the American electorate. Together 
they pose difficult issues and tough 
challenges. 

Obviously, so long as we are spend- 
ing more than half of our Govern- 
ment’s income on defense, and an- 
other eleven percent on just carrying 
our debt, and so long as we are un- 
able to generate big enough surpluses 
to compensate for our Federal defi- 
cits, there are going to be difficulties 
in paying for the many things we 
have already ‘‘ordered’’ and financ- 
ing the many other things that people 
would like the Federal Government 
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to provide—without going further in 
debt or raising present tax rates. 

In the face of all this, we now hear 
the rising cry that the ‘‘public sec- 
tor’’ of our economy is being starved, 
that as a Nation we are spending 
more on luxuries and less on essen- 
tials than we should, and that because 
of this the Federal Government 
should accelerate its spending. 

This syllogism exposes a remark- 
able lack of confidence in the free 
enterprise system and a substantial 
ignorance of the enormous growth of 
publie services in the past decade, to 
say nothing of an obvious blindness 
to the existence and the role of State 
and local governments. It is a clear 
indication of the philosophy that 
Federal Government should assume 
the burdens of the people, and is in 
sharp contrast to Araham Lincoln’s 
timeless expression when he said the 
legitimate object of government is 
‘“‘to do for the people whatever they 
need to have done, but cannot do at 
all, or cannot so well do, for them- 
selves—in their separate and individ- 
ual capacities. ”’ 

Nevertheless, the pressure for un- 
necessary Federal Government spend- 
ing persists. 


Economic Growth 


It is at this point that the matter 
of the country’s rate of economic 
growth comes to the fore. For as the 
economy grows, tax revenues—at the 
Same or even lower tax rates—in- 
crease. And that increase in Federal 
revenues could be used, if not for 
debt reduction then perhaps to absorb 
some of the additional costs of added 
public service. In simple kitchen 
arithmetic, the Federal Government 
could have more to spend on the needs 
of the Nation without adding further 
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to its debt if its income were to in-; 
crease as a simple function of the! 
increase in economic activity of the} 
Nation—provided, of course, that the! 
added income were more than enough} 
to pay for the commitments that al- 
ready exist as they fall due in the} 
future. | 

That’s why we hear so much these} 
days about economic growth. Andj 
that’s why there have been so many) 
proposals recently for forcing thet 
Nation’s rate of economic growth to 
levels which are significantly above: 
the historical rate of about 3 percent.| 

Now there is every reason for alll 
of us to have confidence in the con 
tinuing growth of our Nation at his 
torical or even higher rates. I submiti 
to you, however, that we can nojf 
longer afford to continue the popular} 
illusion that the Federal Government} 
is the cornucopia of modern times or} 
that there are readily available magic 
formulas by the use of which we carn 
have all the benefits and pay none 0 
the costs of an artificially stimulate 
economic growth rate. 


All about us these days we hear 
proposals built on the assumptions 
that money buys everythine—more 
money will buy adequate defense, an| 
ideal educational system, a solutio 
to the problems of old age, of illness, 
and of juvenile delinquency. Now we 
have the proposition that we can 
spend ourselves into economic growth. 

Schemes to insure ‘‘forced growth’’ 
of the country’s economy should be 
recognized for just what they are 
alternatives to sound economié 
growth. 

In thinking of the proposals for? 
artificial stimulation of the rate off 
growth of our economy, one is some- 
how reminded of the mass productio 
of chickens on our automated farms 
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From the egg to the chopping block, 
today’s production-line chickens live 
in a controlled environment. They 
are confined in tiny cages and kept 
under almost constant light so that 
they will have time to eat more; they 
are fed concentrated appetite-stimu- 
lating, high-energy food; and they 
are sold after nine weeks as three- 
pound broilers. 


Here you have an accelerated rate 
of growth all right. And with more 
research perhaps it can be even fur- 
ther accelerated—to eight weeks or to 
seven. Maybe since they hardly have 
any need for legs any more, the 
growth of these fowl may even be 
redirected; ways might be found to 
discourage their growth of legs and 
make them more like the ‘‘schmoos’’ 
of comic strip fame. 


As beneficiaries of this ‘‘forced 
erowth’’ in chickens, the American 


family certainly has nothing to com- 
plain about. But it strikes me as sig- 


} 


. 
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nificant that such an end product can 


be produced only at a cost of com- 
plete regimentation and the tightest 
of environmental control. The cost 
of ‘‘foreed feeding’’ to maintain an 
accelerated rate of growth of our 
economy is similar in many ways, 
though it is by no means as apparent. 

To achieve acceleration in economic 
growth of the Nation, it is proposed, 
among other things, that the Federal 


Government spend more — generally 
by more borrowing, of course, rather 
than by increasing taxes. 


On the basis of the fiscal facts of 


life which have been mentioned up 
to this point, you can draw your own 


conclusions as to what such added 


‘spending would do to the national 
debt, the annual cost of carrying it, 
‘and the fiscal integrity of our Fed- 


eral Government. 
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In addition, there 


are less obvious, but no less important. 
side-effects which could very easily 
be induced by such ‘‘foreed feed- 
ing’’ of our economy. 


If such additional spending oceurs 
at times when the economy is oper- 
ating at substantially less than its 
capacity, the effect of that spending 
is to reduce unemployment. But if 
such additional spending occurs at 
times of close-to-capacity operation in 
order to accelerate the economic rate 
of activity, then there is little unem- 
ployment to reduce and the most 
hkely effect is higher prices and infla- 
tionary pressures. It is at these latter 
times that the economic growth fad- 
dists expect increased Government 
spending to contribute substantially 
to an even higher growth rate for 
the economy ! 


Actually this is an open invitation 
to inflation, and must be recognized 
as such by the American electorate. 
If we follow the course of ‘‘forced 
feeding’’ of our economy when times 
are good we will surely buy the by- 
products that come with it. As surely 
as inflation follows ‘‘foreed feeding,”’ 
price controls follow inflation. And 
price controls are the forerunners of 
other Government restrictions on the 
freedom of individual choice. 

The prospective cost, as in the case 
of the chickens, is loss of freedom for 
the individual. And this, I suggest, is 
too precious a freedom to gamble on 
losing. 

Let us remember that the people of 
this country have never been exposed 
to the evil of galloping inflation, and 
we have known governmental control 
only to a limited extent in time of 
war. Yet the peoples of many other 
countries know these twin thieves of 
freedom intimately, and they are 
quick to warn us that these are perils 
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to be soberly considered as we chart 
the course of our Nation in the years 
ahead. 

No one should assume that this 
could not happen here. 

Let me put this point another way : 
If from this meeting you chose to 
drive home as fast as your car would 
take you, your chances of getting 
there intact would be reduced very 
substantially over your chances of 
getting there at reasonable speed, 
taking into account the hazards of the 
road. At foreed draft you might 
make it all right ; and in getting there 
earlier you might enjoy an advan- 
tage over your neighbor. But in do- 
ing so you take unto yourself the po- 
tential of disaster along the way. 

In the case of the individual, his 
failure to make it home would be a 
tragedy; in the case of the economy 
of the United States it would be sheer 
catastrophe. Taking such risks with 
the economy of the United States is 
nothing short of playing Russian 
roulette with the future of our coun- 
try. 

The sooner we recognize the poten- 
tial side-effects of forced economic 
erowth—inflation and regimentation 
—the sooner will the American elee- 
torate insist on a sound course of eco- 
nomic growth for our country. To do 
otherwise is to gamble the whole fu- 
ture of the Nation for some question- 
able benefits in the short run. Con- 
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servative growth may have some' 
disadvantages, but this, I submit, is | 
the cost of freedom. 


i 
. | 
Conclusion | 


There has been much loose talk | 
about the Federal budget which ex- |} 
poses these facts of lfe—that it has} 
thwarted the achievement of national 
goals and inhibited the growth of our | 
Nation. The all-too-common vision of | 
the fiscal conservative is commonly 
contrasted with that of the so-called 
liberal who is conceived to be the em- 
bodiment of bold, forward thinking. 

Do not be misled. The financial! 
strength of our Nation is indispen- ; 
sable to our confidence in ourselves, \)) 
and to our position as a_ leader} 
amongst nations of the world. We 
could do the Russians — who have 
vowed to bury us economically—no 
ereater favor than to sap the initia- 
tive of individuals and dissipate our 
national strength through faulty eco- 
nomic practices leading to inflation 
and Government controls. It is the 
conservatives who are attempting to 
preserve the fiscal integrity of the 
Federal Government, and if that} 
point of view lacks glamour, it at! 
least has the comfort of being on the 
side of the right. Consider this care 
fully as you appraise the proposals o 
the so-called liberals : there is no toler 
able alternative to conservatism my 
Federal finance. 


THE ILLINOIS CPA / SUMMER, 196 


Essential Features to be Included in a 
Partnership Agreement for a Public 
Accounting Firm 


Partnership Agreements for 


Public Accounting Firms 


By Jackson L. Boughner 


Every year witnesses the formation 
of new partnerships among Certified 
Public Accountants and the growth 
of existing partnerships. Before dis- 
cussing the agreements themselves let 
us consider the purposes for which 
partnerships are formed and the ad- 
vantages gained thereby. The part- 
nership agreement should be so drawn 
as to make certain that all of the 
desired results are obtained. 

Any combination of two or more 
accountants will result in reduced 
expenses. In addition to the savings 
in rent through a more economical 
division of the space, there are sav- 
ings in stenographic and typing help. 
Accountants who have juniors work- 
ing for them are concerned with the 
fact that at times the juniors are 
overworked and at other times they 
are idle. The formation of a partner- 
ship will smooth out these peaks and 
valleys. 


In addition to saving expenses, 
the formation of a partnership may 
result in an increase in gross income. 
This will be true when a sufficient 
number of accountants are involved so 
that one or more can specialize. At 


present the two fields in which many 
accountants operating alone feel that 
they are deficient are those of income 
taxes and systems. In a partnership 
of three or more accountants, one can 
specialize in income tax matters. Dur- 
ing the busy season he will be pre- 
paring individual and corporate re- 
turns and reviewing returns prepared 
by his partners. After the busy sea- 
son he can engage in tax planning 
and handle the audit of returns by 
revenue agents. By designating him 
as the tax expert, fees can be in- 
creased and tax matters can be more 
expeditiously and_ satisfactorily 
handled. 

Many accountants wateh their 
smaller clients grow larger and then 
go off to another accounting firm 
where they can get a complete re- 
vision of their costs and bookkeeping 
systems. The first danger signal is 
when the chent says that he is not 
getting sufficient information out of 
his accounting records. The average 
accountant practicing on his own is 
in no position to keep abreast of all 
the developments in costs and sys- 
tems. However, in a larger partner- 


ship one man can specialize in these 
matters. When a client indicates that 
he is interested in a new cost or book- 
keeping system, this partner will be 
available for the work. 


Another advantage in being in a 
partnership is that it enables the ac- 
countant to take an uninterrupted va- 
cation. With the present necessity for 
monthly reports and returns, many 
accountants find it almost impossible 
to take more than a few days away 
from the office at a time. In a part- 
nership they will be able to take much 
longer vacations, secure in the knowl- 
edge that their clients’ affairs are 
being handled. 


Finally, one of the principal rea- 
sons for the formation of partnerships 
involves the disposition of the prac- 
tice on retirement or death. An ac- 
counting practice has a definite capi- 
tal value. An accountant who has 
gross billings of $50,000 a year, may 
consider that he has an accounting 
practice which is worth $50,000. Or 
he may apply a factor of five times 
the net income to arrive at its value. 
If he continues to operate as a sole 
proprietor until his death it is ex- 
ceedingly unlikely that his estate will 
realize anything near that amount. 
However, if, while at the height of 
his career, he forms a partnership 
with a younger man, he can arrange 
for the payment to him of the full 
capital value over a period of years 
without impairing his ordinary in- 
come. This payment will be made 
even though he should die before hav- 
ing received it in full. Every account- 
ant who is practicing alone and who 
has attained the age of 55 years 
should give consideration to the fact 
that within approximately ten or fif- 
teen years he may well be unable to 
maintain his practice at its present 
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level. He should consider joining a 
younger man with him in a partner- 
ship to preserve this value for a 
and his estate. 

The appendix to this article con- 
tains a suggested form of partnership 
agreement between certified public ae- 
countants together with optional | 
clauses. Every clause now appears in| 
the partnership agreement of some} 
public accounting firm in the State 
of Illinois. 

Functions of Agreement | 

A partnership agreement among ac-| 
countants has two principal func-; 
tions. The first is to define the rights 
and duties of the partners during the 
existence of the partnership. The sca 
ond is to define the rights of the par-| 
ties at the time the partnership ter| 
minates in whole or in part through 
the death or withdrawal of one or 
more members. 


The Uniform Partnership Act is in 
foree in Ilinois. All partnership 
agreements, whether for accountants 
or for others, should be written with 
the provisions of this Act in mind. 
Section 24 defines the property rights 
of a partner as (1) his rights in spe-; 
cific partnership property, (2) his in- 
terest in the partnership, and (3) th 
right to participate in the manage- 
ment. Section 26 states that a part 
ner’s interest in the partnership is hi 
share of the profits and surplus. 

The capital interest of a partner, 
for income tax and accounting pur- 
poses, will almost always be the same 
as his interest in the partnership 
property under partnership law. Th 
distributive share of the income of 
partner for income tax and account 
ing purposes will almost always be 
identical with his share of the profits 
as that term is used in Section 26 0 
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the Uniform Partnership Act. The 
differences arise in situations where 
income tax accounting differs from 
business accounting. Generally speak- 
ing, therefore, the financial reports of 
a partnership will reflect the legal 
property interests of the partners in 
the partnership property and profits. 

Sections 1 through 4 of the recom- 
mended form deal with the fiscal year, 
the method of accounting, the open- 
ing balance sheet and the capital con- 
tributions. The opening entries on 
the partnership books should reflect 
this information. 


Division of Profits 


Section 5 calls for a division of 
profits on a percentage basis. How- 
ever, there are optional clauses under 
which a partner can be credited with 
interest on his capital account, can 
receive a salary, can receive commis- 
‘sions on new business, and ean re- 
ceive his share of the income on some 
basis other than a percentage basis. 
Accountants starting out as partners 


might be well to adopt a method of 
this type rather than going into a 
complete partnership. Then, after 
they have operated together for a 
while and know more about each 
other they may be able to put their 
practices together on a more firm 
basis. 

A modification of this method is for 
the partnership records to show sepa- 
rately the total billings of each part- 
ner and then to allocate the expenses 
on the basis of gross billings. This 
assumes that the partner who bills the 
most during the year makes the great- 
est use of the partnership facilities. 

The development and maintenance 
of an accounting practice is depen- 
dent upon two factors. The first is 
the ability of the accountant to at- 
tract clients. The second is the abil- 
ity of the accountant satisfactorily to 
perform the work for the clients. 
Each of these factors should be taken 
into account in determining the di- 
vision of profits. 

Two accountants can compare their 


earnings for the past five years and 
determine that out of the total one 
has produced sixty per cent and the 
other has produced forty per cent. 
They may then decide to form a part- 
nership with one getting sixty per 
cent and the other forty per cent. 


for the first time may have some ques- 
tion as to how they should allocate 
‘the income between them. The sim- 
‘plest method, of course, is for each to 
keep his own set of records, collect his 
own income and pay his own expenses. 
Items of shared expense can be allo- 


eated by agreement. Rent can be al- 
located on a square foot basis. Paper 
and other supplies purchased can be 
‘charged to a partner as he withdraws 
‘them from the common stock. The 
time of office and accounting per- 
sonnel can be divided on the basis of 


This would be a formula based en- 
tirely on the past, giving no consider- 
ation to what may happen in the 
future. 

Such a clause gives no credit for 
new business brought into the part- 
nership. The forty per cent partner 


may bring in and handle himself 
several fine accounts but will still get 
only forty per cent of the income 


‘the number of hours worked for each 
partner. If two men are starting out 
in partnership for the first time, it 
ae 
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from them. For this reason one of the 
optional clauses deals with commis- 
sions on new business. Although the 
percentage is left blank, it 1s recom- 
mended that the commission be at 
least ten per cent and that the hourly 
rate be at least seventy-five per cent 
of the standard hourly rate. It might 
well be advisable to insert a sentence 
in this clause under which these com- 
missions would cease after the client 
has been served by the partnership 
for seven years. 

A straight sixty-forty division of 
the profits also does not take into ac- 
count the amount of work which each 
partner is to perform. Prior to a 
division of the profits, each partner 
should be credited with a salary com- 
mensurate with the amount of time 
that he is going to put into the part- 
nership business. Then, if the part- 
nership should fall on hard times, the 
partner with the lower percentage will 
not suffer nearly so much since he has 
his basic draw to rely on. The agree- 
ment might provide that every part- 
ner shall receive the same fixed salary 
and that only the profits in excess of 
this amount shall be divided. This 
makes sense because every one should 
first be paid for the time he puts in. 

The worst mistake that a new 
partnership can make is to leave out 
the clause relating to the division of 
profits. There are certain accounting 
firms in the State of Illinois that have 
no such clause in their partnership 
agreement. It is their thought that at 
the end of each year the partners can 
all sit down and agree as to how the 
profits should be distributed. It is 
difficult to see how, if the partners 
cannot agree on a division at the 
time they enter into partnership, they 
will be in any better position after 
they have worked together for a 
period of time. 


16 


If the agreement as to the distribu-; 
tion of profits requires the consent of} 
every partner, a serious deadlock can) 
occur if one partner feels that he is 
not receiving enough and holds up| 
the entire distribution. On the other? 
hand, if the distribution requires the! 
consent only of a majority of the part- 
ners, one partner could well be cut off 
with little or nothing for the year iff 
his partners took a dislike to him. If 
the agreement also contains clauses 
preventing a partner who has left the 
firm from competing against it, such) 
a partner may be in a very dangerous 
position. — - 

It should be borne in mind that any; 
clause in the partnership agreement 
can normally be amended by a ma4 
jority in interest of the partners. 
Therefore, at the beginning of eachi 
year, there should be a formula in the} 
partnership agreement providing for 
the manner of distributing the profits. 
During the year, if a partner shoulc 
die or retire, this clause will operate} 
to make certain, from a legal stand 
point, exactly what his share of the 
earnings are up to the date of deat 
or retirement. At the end of the year 
then, if the partners wish, they may, 
by agreement among them change th 
formula to one which they feel i 
more equitable. 

Under some partnership agree+ 
ments, the clause setting forth th 
distribution of profits cannot bd 
amended except by agreement of mor 
than a majority. For example, de- 
pending upon the number of partners 
and their partnership interests, 4 
might be provided that at least two- 
thirds or three-quarters of the tota’ 
partnership interests must agree be 
fore such a change can be made. 

Sections 6 through 11 are somewha 
standard clauses which should be i 
every partnership agreement. In see} 


a 
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tion 11 there appears for the first 
time a reference to the determination 
of the share of a partner for less than 
a full year. Rather than make a com- 
plete accounting cut-off on the date of 
expulsion, death, or retirement, wait 
until the end of the year. Then di- 
vide the profits between the partner 
who has left or died and the remain- 
ing partners on a time basis. Thus, 
a partner who dies, retires or is ex- 
pelled at the end of six months of the 
fiscal year, would receive one-half of 
his normal share of the full year’s 
earnings. 


Retirement Payments 


Section 12 provides that upon ter- 
mination of a partner’s interest he 
shall receive his capital account, his 
-undrawn earnings, and his pro rata 

share of the earnings for the year. 
In the proposed agreement we have 
not gone any further in providing for 
retirement payments. However, one 
of the optional clauses provides for 
payments subsequent to retirement 
determined by applying a fraction of 
his last profit sharing percentage to 
future earnings. As an example, he 
might receive one-fourth of his prior 
percentage interest for a five or ten 
year period depending on the size of 
the partnership and its ability to 
continue these payments. We have 
purposely avoided any clause under 
which the payments to the retiring 
partner constitute good will, since al- 
though he is thereby benefited by 
paying the tax at half the normal 
rate, the remaining partners will get 
no deduction for the payments. The 
retiring partner will usually be in a 
much lower bracket than the remain- 
ing partners and the only winner 
under such an agreement is the Fed- 
eral government. It is better to con- 


tinue the payment to the retiring 
partner a lttle longer in order to 
make up for the additional tax he 
pays by receiving it at ordinary rates. 

The basic agreement contains no 
clause under which the work in prog- 
ress of the partnership is considered 
in determining the interest of a de- 
ceased or retired partner. Legally, 
such a partner is entitled to receive 
his share thereof. It is felt that by 
permitting him to share in the earn- 
ings at a reduced rate for a period of 
time, he can be compensated for this 
without injecting difficult problems of 
valuation into the picture. Some part- 
nerships carry life insurance on each 
of the partners in an amount suffi- 
cient to cover this. If the deceased or 
retired partner is not to share in fu- 
ture profits on a percentage basis, the 
agreement should spell out exactly 
how the surviving partners shall con- 
tinue the business and pay the de- 
ceased or retired partner his pro rata 
share of the work in progress, when 
collected. If adequate time records 
are maintained, it may be possible to 
value it by direct reference to them. 

The clause proposed in the optional 
clause for retirement differs greatly 
from that presently in the partner- 
ship agreement of many of the large 
accounting firms. These partnership 
agreements were originally drafted 
long before the income tax became 
the problem it now is and have been 
continued primarily for historical 
reasons without consideration being 
given to their economic and tax ef- 
fects. These agreements provide that 
when a partner is taken into the part- 
nership he acquires percentage points 
from another partner who is in the 
process of retirement. This new part- 
ner pays to the retiring partner a 
certain amount for his interest in the 
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tangible and intangible assets of the 
partnership. After this new partner 
has all of his points acquired he will 
shortly start retiring himself and will 
receive from another partner pay- 
ment for these points. The payment 
that he receives he can treat as a 
capital gain and will be reported at 
half the ordinary rate. 

These provisions have probably 
forced more desirable young men out 
of public accounting and into work 
for private industry than any other 
factor in the accounting profession. 
Let us take the example of a young 
man who has reached the senior or 
supervisor level in a large publi ac- 
counting firm. He is receiving a sal- 
ary of $12,000 a year and is offered 
a partnership. We will assume that 
his starting percentage is two per 
cent. The tangible assets of the firm, 
including its cash, accounts recely- 
able, work in process, ete. amount to 
$500,000, and he is expected to pay 
$10,000 for his share of these. He will 
give his note for $10,000 payable over 
a five year period at the rate of $2,000 
a year. The net profits of the firm, 
over and above the salary or draw- 
ing accounts of the partners, have 
amounted to $200,000 annually. This 
is used to determine the value of the 
intangible assets of the firm. Capi- 
talized at twenty per cent it produces 
a total intangible value of $1,000,000. 
The two per cent interest being ob- 
tained by the new partner is, there- 
fore, worth $20,000. He will pay this 
amount over a ten year period at the 
rate of $2,000 a year. 

We find therefore, that the new 
partner will have an income of 
$16,000, being his $12,000 basic salary, 
plus $4,000 of profits (two per cent 
of $200,000). This obviously, looks 
much better than the $12,000 he has 


18 


$16,000 he must, for five years, pay 
$2,000 for the tangible assets of the 
firm and, for ten years, $2,000 for the | 
intangible assets. The net result is | 
that for the first five years, ignoring | 
the income tax, he will still be making | 
his basic $12,000. If our young part- | 
ner to be is not aware of the income | 
tax consequences of joining this part- | 
nership he may feel that the prestige | 
of being a partner more than makes | 
up for the fact that he is frozen at 
his present pay for a five year period. | 
However, if he has available a copy of | 
the income tax rates he soon sees that | 
it is not so favorable. 


| 
been earning. However, out of this; 
| 
} 
| 


Let us assume he is married and } 
has deductions and exemptions of | 
$2,000. On his basic salary of $12,000, | 
he will pay a tax of $2,200. On 
$16,000 he will pay a tax of 43,920, | 
Before he became a partner, his take 
home pay was $9,800 ($12,000 less 
$2,200). After he becomes a partner, 
his take home pay will be $8,080.00, 
a net reduction of $1,720.00 a year. 
At the end of the first five years, when 
he will have paid for his tangibles, 
he will find that he has realized a net 
increase in take home pay over and | 
above his employee days of $280.00. 

Most of the top employees in ac- 
counting firms are well aware of this 
situation. They have heard the junior 
partners complain that after they be- 
came a partner their living expenses 
went up because of the requirements 
of the position and their income went 
down, A young man is making 
$12,000 a year with a public account- 
ing firm. He is offered a partnership 
which will produce a net reduction in 
pay of $1,720 a year. A client offers 
him a comptrollership at $15,000 a 
year. Is there any question as to what | 
his next step will be? 
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There is no need to require a new 
partner to pay for a share of the cap- 
ital account. The other partners can 
continue to leave their share in the 
partnership and receive six per cent 
interest. If the new partner has the 
funds he should be encouraged to con- 


tribute them to the partnership be- 


cause this six per cent will come off 
the top and leave him that much less. 


Every partner should have the right, 
of course, to withdraw his entire eapi- 


tal account upon death or retirement. 


At that time, under section 4 of the 


suggested partnership agreement, all 
of the partners can be required to 
make an additional capital contribu- 


tion. The requirement, therefore, that 


a new partner immediately start pay- 
ing for a capital interest in the part- 
nership is completely unnecessary. 
The older partners are in a much bet- 
ter position to advance funds and en- 
joy the six per cent interest on them 
than is the younger partner who is 
probably more concerned with raising 
and educating a family. 


Payment for Intangibles 


Nor is it at all necessary that a new 
partner pay to an older partner im- 
mediately upon admission and for 
several years thereafter any amount 
for the intangible value of a partner- 
ship interest. Instead, retire the older 
partner when he has reached the end 
of his usefulness and pay him as ordi- 
nary income over whatever time is 
necessary an amount equal to his 
capital interest plus the increased tax 
occasioned by the fact that he cannot 
apply capital gains rates. Under such 
circumstances the remaining partners 
ean deduct as an ordinary expense 
of operation the amounts being paid 
out. In the optional clause the amount 
to be paid the retiring partner is 
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based upon a percentage of the in- 
come earned by the partnership dur- 
ing each year the payments are to be 
made. This is advantageous to the re- 
maining partners since if business 
falls off, the amounts they will pay 
to the retired partner will also fall 
off. At the same time, it contains ad- 
vantages for the retiring partner 
since if we come into a period of infla- 
tion during which accounting fees 
and prices go up substantially, his 
payments will increase. 

However, if the partners desire, 
the amounts to be paid the retiring 
partner can be determined in other 
ways. You may use a percentage of 
the average earnings of the partner 
himself for a certain period of time 
prior to his retirement. You may use 
a definite sum each year. In either 
event the amount paid out will be 
treated as income to the partner and 
deductible by the remaining partners, 

When an accountant with an estab- 
lished practice takes a young man 
into partnership with him it is possi- 
ble for a goodwill item to be placed 
on the balance sheet and a correspond- 
ing amount added to the capital ac- 
count of the senior partner. The 
agreement can provide that over a 
period of time the junior partner will 
pay certain amounts into the partner- 
ship which will be credited to his 
capital account and which will be paid 
out to the senior partner. So far as 
the senior partner is concerned, until 
he has received in full his original 
tax basis for his interest he will have 
no tax to pay. Thus, assume the cash, 
furniture and fixtures and _ other 
items on the books at the time of the 
formation of the partnership may 
amount to $15,000. This amount, as 
paid in by the junior partner and 
withdrawn by the senior partner is 


19 


nontaxable to the senior partner. At 
such time as the tax basis of his part- 
nership interest has been recovered, 
additional withdrawals by the senior 
partner will be taxable at capital 
gains rates. 

Over a period of time the capital 
accounts of the two partners can be 
equalized in this manner with a mini- 
mum of tax penalty. Such a clause 
in the partnership agreement can be 
tied in with a higher percentage for 
the junior partner to provide him 
with funds to make the pay out. Since 
the junior partner is normally in a 
lower tax bracket than the senior 
partner, it is less expensive to add 
$5,000 a year to his income, let him 
pay the tax on it and then contribute 
it to the partnership than to have the 
senior partner draw that $5,000 out 
as ordinary income. See the optional 
clause entitled ‘‘Equalizing Capital 
Accounts. ”’ 


Miscellaneous Provisions 


When a partnership is formed be- 
tween an accountant with an existing 
substantial practice and a younger 
man it 1s sometimes necessary to put 
in a protective clause giving the sen- 
ior partner the right to get his prac- 
tice back upon dissolution. An op- 
tional clause so providing is given in 
the appendix. If the capital account 
of the junior partner has been built 
up by giving him an additional share 
of income it may not be equitable to 
give him his entire capital account. 
Under such circumstances the agree- 
ment can provide that he would be 
entitled to ten per cent of his capital 
account if he leaves after one year, 
twenty per cent after two years and 
so on. See the optional clause cover- 
ing this. 

It is advisable, if any or all of the 
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| 


partners do any amount of entertain-| 
ment for the purpose of acquiring} 
new clients, that these expenses be’ 
reflected on the partnership books | | 
rather than on the individual returns 4 
of the partners. There has been a) 
growing tendency on the part of the} 
Internal Revenue Service to disallow} 
business expenses claimed on indi-; 
vidual returns on the theory that such | 
expenses should be paid by the busi- 
ness itself. If the partnership agree- - 
ment contains a provision calling for 
the payment of commisions on new, 
business obtained by the partners, | 
consider having these expenses, when | 
reimbursed by the partnership, | 
charged directly against the commis- ; 
sions account rather than against the} 
ordinary operations of the partner-| 
ship. This will eliminate any dis-| 
putes among the partners as to the | 
amount of entertainment by the vari- 
ous partners since the amounts will, 
in effect, be charged directly against 
the partner’s share of the earnings 
rather than against partnership oper- 
ations as a whole. 

In some cases a partner in an ac- 
counting firm may take a part time 
or full time salary position while still | 
remaining a partner. It may be that 
he has left with the firm a substantial 
clientele and that when he ceases his 
salaried employment he will wish to 
return to the firm and take up the 
practice of accounting again. Under 
such circumstances, in determining 
the net income of the firm, it would 
be proper to add to the income on 
the books the salary received by this 
partner. Then the regular partner- 
ship percentages are applied against 
the total figure and the partner’s sal- 
ary is charged against his drawing 
account. Only the excess over his sal- 
ary would be considered as payable 
to him. 
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: 


In determining the percentages to 
be paid to a retired partner or a de- 
ceased partner’s estate, consideration 


can be given to the number of years 


that he has been with the firm and 


to the amount of business that he has 
brought in. Thus, if three men form 


| 


| 


a new partnership and the bulk of 
the business has been brought in by 
one man, the partner who has pro- 


-yided the main source of the business 


might receive initially the maximum 
retirement percentage. The other 
partners might be placed on a sliding 
scale so that at the end of, say, five 


or ten years they will come up to the 
Same percentage as the other partner. 


Let us assume a three man partner- 
ship which basically provides for a 
three way division of the income. Let 
us further assume that they have 
agreed that eight per cent (roughly 
Y, of their present 3314 per cent in- 
terests) should be paid to a retired 
partner for ten years following re- 
tirement. The partner providing the 
main source of the business would 
receive his eight per cent immediately 
regardless of how soon after the for- 
mation of the partnership he retired 
or died. The other two partners 
might, however, not receive a full 
eight per cent if they died or retired 
during the first five or ten years of 
their membership in the partnership. 
Thus they might receive a three per 
cent interest during the first five 
years, a six per cent interest during 
the next five years and then be en- 
titled to the full eight per cent inter- 
est after they had been with the 
partnership ten years. 

In smaller partnerships there is the 
danger that if one partner retires and 
the retirement payments are substan- 
tial, the other partners may decide to 
dissolve the partnership and go their 
respective ways rather than continu- 


ing the payments. If such a possibil- 
ity 1s envisioned, there should be a 
clause in the partnership agreement 
to the effect that if the partnership 
shall be terminated when there are 
any payments due to a retired or 
deceased partner, each of the then 
partners shall be jointly and severally 
hable for the payments if they con- 
tinue in the practice of publie aec- 
counting. Under such circumstances, 
if the retired partner is to receive a 
percentage of the earnings after he 
retires, that percentage should be ap- 
plied directly to the income of any 
former partner who has continued in 
the practice of public accounting af- 
ter the partnership terminated. An 
optional clause along these lines is 
provided. 

Many accountants carry Imsurance 
offered by the American Institute of 
Certified Public Accountants. In 
some agreements it is provided that 
the payments for this insurance shall 
be made by the partnership out of 
partnership funds. Under such cir- 
cumstances a clause should be in- 
serted in the agreement indicating 
that the proceeds of such insurance 
shall be applied to reduce the capital 
amount due the deceased partner and 
paid directly to the widow. A clause 
providing for this treatment is ap- 
pended. 

In order to avoid the problems that 
arise when a partner is absenting him- 
self from the business for longer than 
normal, there is proposed a clause 
dealing with adjustments for ab- 
sences. Each partnership must de- 
termine for itself how many days of 
vacation each partner is entitled to 
take and how much sick leave he is 
entitled to take before he will be 
penalized. Assuming that the part- 
nership work week consists of five 
days, there would normally be ap- 
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proximately 255 working days in a 
year, If the time off for sickness and 
vacations amounted to 55 days, a 
partner would not be penalized for 
excessive absence under the proposed 
clause unless he put in less than 200 
days a year. 

If in clause (e) (1) we insert .2% 
for each day off, a partner who is 
absent for sickness the entire year 
will receive approximately sixty per 
cent of his normal share of the earn- 
ings. If we insert .38% in that para- 
graph he will receive approximately 
forty per cent of his earnings, and 
if we insert .4% he will receive ap- 
proximately twenty per cent of his 
normal earnings. The percentage fac- 
tor to be placed in this paragraph, 
therefore, depends on the extent to 
which the partners wish to penalize 
a partner for absence from the busi- 
ness. If a partner is sick for an 
entire year he will still need funds 
and for that reason a factor of .2% 
is recommended. Note that if he has 
been totally and permanently dis- 
abled for a six month period, he can 
be involuntarily retired from the 


APPENDIX 
PARTNERSHIP AGREEMENT 


This partnership agreement 
day of , 196 
(names) 

WITNESSETH: 

Whereas, the parties hereto desire to as- 
sociate themselves as partners in the prac- 
tice of public accounting under the firm 
name and style of ? 

NOW THEREFORE, in consideration of 
the covenants herein contained, it is agreed 
by and between the parties hereto as fol- 
lows: 


made this 
, between 


1. The parties hereto shall, as partners 
engage in the practice of public accounting 
from the date hereof until — 


, 


22 


partnership at which point his re-}f 
tirement payments will start. 


Conclusion 

Certified Public Accountants, in 
preparing their own partnership) 
agreements, should approach the} 
problem with the same care that they | 
use for their clients. The main pur- 
pose of the agreement is to prevent} 
disputes during the existence of the 
partnership and upon its termination. , 
The principal disputes are financial in| 
nature; the division of the earnings ; 
during operation and the payment | 
for the capital value on termination. 
The partnership agreement, to be! 
worth the paper it is written on, must | 
contain clear and concise clauses cov- } 
ering these two situations. The in-| 
come tax consequences as well as the | 
legal consequences of every clan 
should be considered. We would not | 
like to see a client enter into a part- 
nership with no provision for the 
distribution of the profits and no 
provision for division of the assets 
upon hquidation. There is no reason 
why we should burden ourselves with 
that type of agreement. 


and from year to year thereafter, unless 
this agreement shall be terminated in the 
manner hereinafter provided. They shall 
conduct their practice in accordanee with 
the rules of professional conduet of the 
Illinois Society of Certified Publie Aceount- 
ants and the American Institute of Certified 
Public Accountants. 

2. The fiseal year of the partnership shall 
be the twelve-month period ending as of 
, and each year there- 
after. The books of the partnership shall | 
be kept on the cash receipts and disburse- 
ments method of accounting. 


3. The assets and liabilities of the part- 
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nership shall be, in the beginning those 
shown upon the balance sheet of the part- 
nership dated , attached 
hereto and made a part hereof as exhibit 
“*A.’? All liabilities shown thereon shall 
be and are hereby assumed by the partner- 
ship. 


4. The initial capital contributions of the 
respective partners shall be those shown 
upon the balance sheet dated _________, 
attached hereto as exhibit ‘‘A.’’ Said eapi- 
tal contributions shall be left with the part- 
nership during the time the contributing 
partner is a member of the firm. Any addi- 
tional capital that shall be deemed necessary 
from time to time for protecting, further- 
ing or enlarging the business of the firm 
shall be contributed by the then members 
of the partnership in the proportions in 
which such partners are then entitled to 
share in the profits of the partnership. 


5. The net profits of the business shall be 
computed by deducting from the gross in- 
come received, the total expenses of opera- 
tion, excluding any amounts paid partners 
as drawing accounts. Net profits shall be 
divided and net losses borne in the follow- 
ing percentages: A__%: B__%: C__%. 

6. (a) The parties hereto shall be entitled 
to draw monthly against the net profits of 
the partnership so credited to their respec- 
tive accounts, such amounts as may be fixed 
from time to time by a majority in interest 
of the partners. All net profits of the part- 
nership credited to the accounts of the 
respective partners in excess of the amounts 
withdrawn shall stand to the credit of the 
respective partners, in an account entitled 
‘<Undistributed Profits,’’ subject to with- 
drawal at any time by agreement of a ma- 
jority in interest of the partners. 

(b) Upon the death, retirement, or ex- 
pulsion of a partner, his earnings percent- 
age shall be divided among the remaining 
partners in accordance with their then per- 
centage interests, unless a majority in 
interest shall decide otherwise. 

7. Every partner shall at all times: 


(a) Pay and satisfy his own personal 
debts; 

(b) Devote all his time and attention to 
the business of the partnership ; 

(c) Inform the others of all work for and 
transactions on behalf of said partnership ; 

(d) Neither assign, mortgage, nor sell his 
share of the partnership, nor any part 
thereof, or enter into any agreement as the 
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result of which any person, firm, or corpora- 
tion may become interested with him therein, 
except as herein provided; 

(e) Endorse no notes or become surety or 
guarantor for any person or persons upon 
any obligation whatsoever, except in rela- 
tion to partnership business, after first ob- 
taining the written consent of a majority 
in interest of the partners. 


8. No partner shall, without the consent 
of a majority in interest of the other part- 
ners, on behalf of the firm: 

(a) Make, execute, deliver, endorse, or 
guarantee any commercial paper, nor agree 
to answer for, nor indemnify against any 
act, debt, default, or misconduct of any 
person or partner; 

(b) Assign, transfer, pledge, compromise, 
or release any of its claims or debts except 
full payment, or arbitrate, or consent to 
the arbitration of any of its disputes or 
controversies ; 

(ce) Make, execute, and deliver any assign- 
ments for the benefit of creditors or any 
bond, confession of judgment, chattel mort- 
gage, indemnity bond, surety bond, or con- 
tract of sale or contract to sell its entire 
personal property or any other contract 
under seal whether similar or dissimilar to 
any of the foregoing; 

(d) Hire, lease, purchase, or sell or mort- 
gage any real estate, or interest therein, or 
enter into any contract for such purpose; 

(e) Hire, or agree to hire, any person or 
persons for a definite period in excess of 
one month, or discharge any person or per- 
sons who shall have been hired for a definite 
period in excess of one month; 

(f) Engage in any dealings or transac- 
tions with any person or persons, partner- 
ship or corporation who any of the then 
partners have previously in writing re- 
quested him not to trust, deal with, or 
transact business with. 


9. Full and acurate accounts of all trans- 
actions of the partnership shall be kept in 
proper books of account, and every partner 
shall enter or cause to be entered therein 
a full and accurate account of all of his 
transactions on behalf of the partnership. 
Said books of account shall be kept at all 
times in the place of business of the part- 
nership, or if there shall be more than one 
such place of business, shall be kept in the 
principal place of business of said partner- 
ship; and each partner shall at all times 
have access to and may inspect and copy 
any and all said records. 
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10. An account or accounts in the name 
of the partnership shall be maintained in 
such bank or banks as a majority in interest 
of the partners may from time to time select. 
All moneys and funds of the partnership, 
and all instruments for the payment of 
money to the partnership, shall, when re- 
ceived, be deposited in said bank account 
or accounts, and all cheeks, drafts, and 
orders upon said account or accounts shall 
be signed in the firm name by any of the 
partners. A safe deposit box may be kept 
in the firm name if a majority in interest 
of the partners shall so elect; and access to 
such safe deposit box shall be permitted upon 
the signature of any of the partners. Ade- 
quate and complete accountant’s liability 
insurance shall be maintained at all times. 

11. (a) If any partner shall, in the opinion 
of a majority in interest of the partners, 
be guilty of misconduct of such character 
as to render it impracticable for the then 
partners to carry on the partnership business 
together, the offending partner may be ex- 
pelled from the partnership. 

(b) There shall thereupon be paid to the 
expelled partner, or his nominee or repre- 
sentative, the balance in his capital and 
undistributed profits accounts, as of the 
beginning of the fiseal year in which such 
expulsion shall oceur, less any withdrawls 
therefrom, or charges or losses therein, to the 
date of expulsion. 

(ec) As of the close of the fiseal year in 
which such expulsion occurs, there shall be 
paid to the expelled partner, or his nominee 
or representative, his pro rata share of the 
income of that fiscal year, based on the 
ratio of number of days prior to expulsion 
to the number of days in the fiseal year. 

(d) The interest of the expelled partner 
in the partnership property and earnings 
shall cease as of the date of expulsion. He 
shall thereafter have no rights against the 
partnership or the remaining partners as 
to the property or earnings except as to 
the payments set forth above. 

12. Any partner may retire from the 
partnership as of the end of any calendar 
month, after giving the other partners at 
least 60 days’ notice in writing of his in- 
tention so to do. Any partner who shall 
be disabled so that he cannot perform his 
duties as a partner for a continuous period 
of six months may be retired from the 
partnership, by a vote of a majority in 
interest of all other partners, as of the close 
of the month in which such six months period 


ends. Any partner who shall be adjudicated 
a bankrupt, or who shall make an assignment 
for the benefit of creditors, may be retired 
from the partnership, by vote of a majority 
in interest of all other partners. In the 
event of the retirement or death of a partner, 
neither the partnership nor its fiscal year 
shall be terminated and the remaining part- 
ners shall continue the business, and shall 
succeed to the interest of the retired or 
deceased partner by paying to him or his 
representative the then balance in his capi- 
tal and undistributed profits account, and 
his pro rata share of the income of that 
fiscal year based on the ratio of the number 
of days prior to death or retirement to the 
number of days in the fiscal year. 


13. Payments of capital and undistributed 
profits account balances, and of the share 
of the current year’s income, shall be made 
Pencenicn ees %) within 

eee days after the end of the fiscal 
year in which retirement, expulsion or 
death occurs, and the balance in 
equal monthly installments until paid in 
full. 

14. A majority in interest of the partners 
may dissolve the partnership at any time 
with or without cause, and upon such dis- 
solution, divide the assets among the part- 
ners in accordance with their proportionate 
interests therein. Upon dissolution of the 
partnership under the provisions of this 
paragraph, a majority in interest of the 
partners may continue the partnership busi- 
ness and may use the name and may rent the 
present premises. In the event of dissolution 
under the provisions of this paragraph, or 
death or retirement of a partner under the 
provisions of the preceding paragraphs, the 
value of all assets shall be considered equal 
to the value of such assets as carried on the 
books of the partnership. 

15. All questions relating or pertaining 
to the conduct of the partnership business, 
unless otherwise herein provided, shall be 
determined by a vote of a majority in inter- 
est of the partners. An annual meeting of 
the partners shall be held on the first Mon- 
LEV ane eee ae ee of each year, at which 
the first order of business shall be to cou- 
sider and approve any changes in para- 
graph 5 hereof, relating to the division of 
profits and losses among the partners. 

16. Any partner who shall violate any 
of the terms, conditions and provisions of 
this agreement shall, in addition to being 
subject to other remedies, liabilities and 
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obligations herein imposed upon him there- 


_ fore, keep and save harmless the partnership 
_ property and shall also indemnify the other 
then partners from any and all elaims, 


demands, and actions of every kind and 
nature whatsoever which may arise out of 
or by reason of such violation of any of the 
terms and conditions of this agreement. 


17. This agreement shall be binding upon 


the heirs, executors, administrators and as- 


signs of the parties hereto. 
IN WITNESS WHEREOF, the parties 


hereto have herunto set their hands and seals 


_ graph 


the day and year first above written. 


OPTIONAL CLAUSES 


Distribution of Income 

(a) Each partner shall be eredited with 
MMIECLESt Ab vissc.-s-- % on the average balance 
in his capital account during the year, based 
upon the balances as of the end of each 
month during the year. 

(b) Each partner shall be credited with 
2) SRW ER AOIE Gi ease eens aes Sameera per annum. 

(ec) Each partner shall be credited with 
his commisions, as determined under para- 

(d) The balance of the net profits, if any, 
shall be credited, and the amount of any 
net loss, if any, shall be charged to each 
partner (in the following proportions) : 
ne eae Jo 
eAern es % 
mr tere Yo 


(in accordance with his percentage interest 
for the year, determined by dividing the total 
amount of fees collected from clients billed 
by him, by the total amount of fees collected 
from all clients of the partnership, during 
the fiscal year then ended). 


Commissions for New Business 

(a) Commissions as hereinafter deter- 
mined shall be paid each partner who shall 
procure new business hereafter through his 
own personal efforts or through contacts ac- 
quired through his own personal efforts. On 
new business procured by the respective 
partners there shall be paid to the partners 
procuring such business a commission of 
SSeS % of all revenue received from such 
business. 
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(b) The percentage commission rate above 
provided for shall apply only in the event 
fees from the business procured equal or 
are more than the time spent in performing 
services for the client in question at a rate 
an hour. 

(ec) Should the receipts for services ren- 
dered be less than at the rate of $................ 
an hour, the percentage of commission shall 
be reduced accordingly. Amounts due part- 
ners for commissions on new business will be 
credited to partners’ accounts only upon 
actual receipt of payment for services ren- 
dered. Commissions on all new business shall 
be approved prior to payment by a majority 
in interest of the partners. 

(d) Upon the expulsion, death or re- 
tirement of a partner, commissions payable 
to such partner shall cease, except for com- 
missions accrued thereto, and thereafter the 
entire receipts for services rendered to any 
chent falling within the definition of new 
business, as herein provided, shall be treated 
as ordinary income of the partnership in 
determining the profits, without deduction 
for commissions. 


Adjustments for Absence 

(a) Partners shall devote full time to the 
business. Any partner who, during a fiscal 
year, devotes less than full time to the 
business, not including allowable time off 
as described below, shall have his partnership 
interest decreased, and that of the other 
partners increased, as prescribed hereinafter. 
Such reduction shall be effective only as to 
the earnings of the year in which it occurs, 
and shall not be effective as to any fiscal 
year following the expulsion, death, or re- 
tirement of the partner involved. 

(b) Time off consists of voluntary vaca- 
tions and sick leave. Time spent in enter- 
taining or developing contacts with clients 
or prospective clients, and traveling time 
when on partnership business shall be con- 
sidered as working time. Saturdays, Sun- 
days, and any day on which the partnership 
office is officially closed, shall not be con- 
sidered as either working days or time off. 

(ec) Hach partner is expected to take at 
Leaistiermennce. days vacation during each fiscal 
year of the partnership, and each is per- 
mitted days vacation during each 
fiseal year without adjustment of earnings. 
Each partner is expected to arrange his 
vacation periods so that a minimum burden 
will be placed on the other partners. If 
fewer than days vacation are taken 


ON 


by a partner in any fiseal year, he may carry 
forward the unused days to future years, 
subjeet to the following restrictions: 
(1) No earry-over shall be oe for 
periods prior to 
(2) The earry-over from any one year 
iN al yamed! OLmOX CCC Clmeerer entree se teaermeet days; 
(3) The total cumulative carry-over may 
not exceed days. 


(d) Sick leave is time off for reasons of 
the health of the partner or because of ill- 
ness or death of a relative. Each partner 
may take days sick leave in any 
fiscal year without an adjustment of earn- 
ings. Additional sick leave days may be 
obtained by a corresponding reduction in 
vacation days in any fiscal year, but unused 
sick leave is not to be available for ad- 
ditional vacation. If fewer than 
days sick leave are taken by a partner in 
any fiscal year, he may carry forward the 
unused days to future years, subject to the 
following restrictions: 


(1) No earryover shall be made for 
periods prior to 

(2) The total cumulative carry-over may 
MOGERCOGC a.re-cccce-ce areca days. 


(e) Each partner shall make semi-monthly 
reports to the partnership of the number of 
days he has taken for (a) vacation, and (b) 
sick leave. From such reports, each partner’s 
total vacation days and total sick leave days 
for the fiscal year shall be determined. In 
each case where a partner’s total vacation 
days or total sick leave days exceed the per- 
missive number, an adjustment of the part- 
ner’s earnings shall be made as follows: 

(1) Such partner’s share in the partner- 
ship earnings shall be reduced by 
thereof for each day off in excess of the 
permissive number. The amount of such 
reduction shall then be eredited to the 
other partners in proportion to their pro- 
fit-sharing ratios; 

(2) In ease two or more partners have 

an excessive number of days off, the 

computation of each such partner’s re- 
duction shall be based on his original share 
of the firm’s earnings (before adjustment 
for any other partner’s excess days off). 


Payments Subsequent to Retirement 


Hach retired partner, or his estate in the 
event of death after retirement, except as 
provided in paragraph hereof, and 
the estate of each deceased partner, shall, 
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in consideration of past services, receive a 
share of the earnings of the partnership 
for that year and subsequent years, deter- 
mined as follows: 


(a) Each such retired partner or deceased 
partner’s estate shall receive, as of the close 


| 
| 
| 
| 
| 


of the fiscal year in which death or Te | 


tirement occurs, a percentage of the earn- 
ings, which percentage is the sum of the 
following: 


(1) One-twelfth of his last profit-shar- 


ing percentage, multiplied by the number | 


of months from the beginning of the fis- 


cal year to the end of the month in which | 


death or retirement occurs; plus 


(2) One forty-eighth of highest profit: | 


sharing percentage, during the previous 
5 years multiplied by the number of 


months from the end of the month in! 


which death or retirement occurs, to the | 
end of the then fiscal year. 


(b) Each retired partner or ee | 


partner’s estate shall receive, 


as of the! 


close of each fiscal year succeeding that in © 


which his death or 


retirement occurs for | 


Bien eht years, a percentage of the partnership | 


profit sharing percentage during the previ- 
ous five years. Said year period 
shall be reduced by one for each year he 
lacks of age 65 or retirement, and further 
reduced by one month for each full month 
during the previous five years during which 
he was absent for disability. 


(c) If a partner shall retire at any time 
other than as of the close of a fiscal year, 
the number of years during which he may 
participate in the earnings, 
above, shall be If a retired part- 
ner competes with this partnership in any 
way after the close of the fiscal year in 
which he retires, but prior to the end of 
the fiscal year in which the last payment to 
him under paragraph above, is due 
him, he shall forfeit all payments for the 
fiscal year in which such act occurs, and all 
subsequent years, but shall not be required 
to return any advances made to him against 
earnings of such year. 


(d) Payments of shares of the earnings 
for years subsequent to death or retirement 
shall be made within 60 days after the close 
of each such year, except that there may 
be loaned to a retired partner or the estate 
of a deceased partner, on June 1, September 
1, and December 1 of the years following 
the first full year after retirement or death, 
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as set forth | 


amounts equivalent to 20% of the total 
amount received during the previous year, 
adjusted to conform to the percentage inter- 
est for the current year. 


(e) A retired partner, so long as he is 
receiving payments hereunder, shall not at 
any time perform work for any client or 
clients of the partnership, and shall not at 
any time disclose to any person, firm or 
corporation the name or names of any client 
or chents of the partnership, or of any of 
its transactions, nor at any time use the 
firm name by itself nor in conjunction with 
his own name or otherwise, nor use the 
BE Sie ORTMMCY loys /Oit eee mo ecead eeeeeeadaic > a2 
nor any other combination of words contain- 
ing the firm name. 


Dissolution of Firm Before Retirement 
Payments Completed 


In the event this partnership should be 
terminated under the provisions of para- 
TROL enseeeeeee above and there shall be due 
to any retired partner or to the estate of a 
| deceased partner payments under paragraph 
a hereof, it is understood and agreed 
that if any of the partners at the time of 
such termination shall continue in the prac- 
tice of public accounting, they shall be 
jointly and severally liable to such retired 
partner or estate of a deceased partner for 
the amounts still due under said paragraph 
a In such event the percentages pro- 
maided for im said paragraph ............. shall 
be applied to the earnings of such retired 
partner or partners from the practice of 
public accounting whether carried on as an 
individual, or in partnership with others. 
Life Insurance 


In the event the partnership should take 
out insurance on the life of any of the 
partners, the proceeds of such insurance 
‘receivable upon the death of a partner shall 
not be considered as part of the property of 
‘the partnership for purposes of determining 
the amounts in the capital accounts, and all 
of such proceeds shall forthwith be paid to 
‘the widow or estate of such deceased partner 
and credited against the obligations of the 
‘partnership to the estate of such deceased 
partner hereunder. 


Clause Protecting Senior Partner 


Until such time as A’s capital account 
a equal or exceed the sum of $25,000.00 


‘(or at any time prior to December 31, 


196 ...), B shall have the right to terminate 
this agreement and to acquire full control 
of the partnership property and business 
by paying to A the then balance in A’s 
capital account, plus any salary, commissions 
or profits then due A, Upon making such 
payment the partnership created herein and 
all rights, duties and liabilities thereunder 
shall forthwith cease. 


Equalizing Capital Account 


All of a partner’s distributive share in 
excess of Ten Thousand Four Hundred Dol- 
lars ($10,400.00), less the effective income 
tax on such excess, shall be withheld from 
all partners other than the partner having 
the largest capital account (or other than 
the partners having the largest capital ac- 
counts if one or more partners have capital 
accounts in amounts equal to the largest 
such account). The amounts so withheld 
shall be credited pro rata to the smaller 
capital accounts. 


Reduction of Capital Account, Repayment 
for Early Retirement 


Until A shall have a capital account equal 
to or greater than those of the other two 
partners, he shall, upon voluntary retirement 
from the partnership, receive no more than 
ten (10%) percent of his then capital ac- 
count, multiplied by the number of full 
years he shall have been a partner, but not 
to exceed one hundred (100%) percent. 


Admission of New Partners 


New partners may be admitted by the af- 
firmative vote of three quarters in interest 
of the partners, but no new partner shall 
receive more than a five percent interest in 
the partnership profits without the consent 
of all of the partners. On admission of a 
new partner, his percentage interest in the 
partnership profits shall be taken pro rata 
from each of the then partners. 


Military Leave 


A partner who is called into the military 
service of the United States at any time, 
or who enters voluntarily in time of war 
or national emergency, shall retain his status 
as a partner, but shall receive no salary 
during his period of service, and in lieu of 
the partnership interest provided in para- 
graph 5 hereof, shall receive ............ % there- 
of. 
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How Commercial Financing Can Be 
an Economic Tool in the Growth of a: 


Company 


Commercial Financing a 


an Aid to Accountants 


Generally speaking, the accounting 
profession is not fully aware of the 
value to clients of the commercial 
finance tool. Because many of the 
companies in the finance field are fae- 
toring companies, there is a tendency 
on the part of the accountant to con- 
fuse commercial financing with fac- 
toring. Although the two are quite 
similar, there is a basic difference be- 
tween them. Factoring is the service 
rendered through the acceptance of 
credit risk on the sales of the factored 
company and the further service of 
doing the bookkeeping and collection 
of the receivables which result from 
the Factor’s having taken the credit 
risk on the sales purchased by him. 
Through factoring, a company di- 
vests itself of a three-fold responsibil- 
ity of credit checking, collection, and 
bookkeeping and guarantees its free- 
dom from loss due to credit failure of 
his customers. The factored company 
is able to draw funds when they are 
required and thereby obtains addi- 
tional advantage of having a ready 
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Chents 
By Francis J. Pala 


| 
borrowing source. For the credit/ 
checking service the Factor charges 
a commission rate applied to sales 
sold to the Factor, and for the money} 
used by the factored company a 
charge is made at an interest rate 
which is usually only shghtly in ex- 
cess of the going bank rates for bom 
rowed money. 

The commercial finance tool is quite} 
different in that the financed com4 
pany does not receive a guarantee of 
freedom from loss on sales to his 
customers. The financed company,, 
however, does receive the funds whidhl 
he requires, the lack of which very 
often is stifling his growth and, in 
fact, making day to day operations 
almost impossible. The need of fi- 
nance company funds in eases likes 
this is caused by an under- capitalized! 
position. 


: 
Finance Companies Provide Capital 
Funds 


Finance Companies do not “lena4 
money. They provide revolving cap 


ital funds. Perhaps this is a subtle 
distinction, but realistically, if a 
company requires borrowed money it 
should resort to the many commer- 
cial banks throughout the country to 
satisfy that need. The very fact that 
commercial banks will provide these 
funds is generally proof of the fact 
that the capital position of the bor- 
rowing company is sufficient to war- 
rant the bank’s extension of credit. 
Banks and commercial finance com- 
panies are not in competition with 
one another for the business they do. 
The proof of this is that finance com- 
panies are among the highest borrow- 
ers of money from commercial banks, 
and commercial banks very fre- 
quently refer loans to finance com- 
panies when the capital position of 
the prospective borrower is insuffi- 
cient for the bank to assume the 
credit responsibility. This has re- 
sulted in many fine pieces of business 
for the banker, since the financed 
company which is brought back to 
economic health through the use of 
finance company funds usually re- 
verts to the bank which recommended 
it for its normal borrowed money re- 
quirements thereafter. 

Through the years the factoring 
function has been associated with the 
textile field and in recent years has 
broadened its scope by entry into the 
furniture, leather goods, and toy in- 
dustries. Credit checking requires a 
specialized knowledge of an industry 
and, therefore, Factors have concen- 
trated their activities within a few 
industries. The commercial finance 
function is not limited in this way 
since the characteristics of a particu- 
lar industry do not of themselves 
have so great a bearing upon the de- 
cision to advance the funds required 
by the borrowing company. This is 
due to the fact that these funds are 


secured. Each company in each in- 
dustry that applies for revolving cap- 
ital funds stands on its own, and the 
decision to advance the necessary 
funds is based upon the ability of 
the company’s management, the di- 
versification of the receivables to be 
pledged, and the ability of the com- 
pany to operate at a profit if the 
funds are made available to it, among 
other considerations. 


Finance Company Interest Rates 


Many accountants and much of the 
public at large who have heard of 
finance company money have gagged 
at the rate which is quoted for these 
funds. This is not a valid reaction 
if an evaluation of the facts is made. 
When a company requires capital 
funds in order to alleviate its money 
troubles due to its under-capitalized 
position, it looks first to banks for 
its answer. When commercial banks 
cannot extend the eredit which is re- 
quired, the question of equity finane- 
ing or private borrowing through the 
issue of capital stock is often con- 
sidered. A preferred stock issue ear- 
rying a fixed dividend rate of 8 per 
cent, which is not an unreasonable 
rate to offer for capital funds, would 
be a_ satisfactory answer provided 
that the funds were available in the 
quantities required. Aside from the 
cost of fees for obtaining these funds, 
the company is locked in to a fixed 
dividend rate applied to a fixed 
equity capital addition and the divi- 
dends are not deductible by the com- 
pany for tax purposes. The signifi- 
cance of this fact is that should the 
earnings of the company exceed 
$25,000 per annum, the effective rate 
of this capital is 16.6 per cent. If the 
company earns less than $25,000, the 
rate is equivalent to 11.4 per cent. 

As a rule the accountant who 
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thinks of this method of curing a 
company with a poor net worth is 
the same person who is aghast at the 
14 to 15 per cent rate which a com- 
mercial finance company offers. As 
a matter of fact, the finance company 
dollars are far more valuable to his 
client because they can be controlled 
as to quantity, thus cutting to a mini- 
mum the dollar cost of these funds. 
In addition, the management of the 
under-capitalized clent has a highly 
skilled professionally trained busi- 
ness man in the personage of the ac- 
count executive who is ready to assist 
in management counseling which has 
helped thousands of financed com- 
panies with key decisions. This con- 
trasts with the complete lack of such 
assistance or, in fact, untrained inter- 
ference from those who provide funds 
to an under-capitalized company 
either through a stock issue or a loan. 


The accountant is often in a posi- 
tion of having to advise his client as 
to the means by which financial busi- 
ness hurdles can be negotiated. His 
clients sometimes have opportunities 
to buy other companies or to purchase 
for cash, at a very reasonable amount, 
the stock or inventory of another 
company. The working capital po- 
sition of a client may be low and cash 
requirements so tight that the trade 
discounts which are available to the 
company are very often missed. The 
financing of an expansion program 
is often one which raises the question 
of adding additional capital funds 
through the issue of capital stock or 
taking in an additional partner. In 
weighing the above situations, the 
accountant must consider the addi- 


tional tool available to him in the 
form of commercial financing of ac- 
counts receivable which provides a 


| 
| 
| 
| 


| 


flexible borrowing arrangement | 


whereby his client will receive the 


funds which are needed, in the, 


amounts which are needed, and at the 
time they are needed. The loan 1s 


self-liquidating through the  collee- | 


tions made from the outstanding ac- 
counts receivable. In order to keep 


the interest charges at a minimum, | 


the financed company can _ borrow 
only the necessary funds required to 


meet payables and payrolls. This can ) 


be contrasted with the capital loan 
which carries a fixed interest cost 
that must be met. Let us avoid con- 
fusion at this point by restating that 


the most desirable method of obtain- | 


ing business funds is through the 
means of borrowing from commer- 
cial banks at the lowest possible rate 
and, obviously, companies who are in 
a position to do this do not require 
the revolving capital funds which are 
being offered by commercial finance 
companies. 


The primary consideration in de- 
ciding from which source capital 
funds are to be obtained is not always 
how much will the money cost, but 
how can the company afford not to 
borrow, after full consideration is 
given to what can be accomplished by 
use of the borrowed funds. Commer- 
cial financing is a tool to be used by 
companies which are basically pros- 
perous but whose working capital 
cannot keep pace with its expansion 
of production and sales. Very often 
faltering companies will look for ac- 
counts receivable financing as a last 
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resort, and much to their surprise, 
find that they are not acceptable bor- 
rowers to the commercial finance com- 
pany that must maintain its integrity 
by lending only when it believes that 
its help may revitalize the financial 
condition of a prospective client. 


Iliustration 


As an illustration of the effect of 
commercial financing on the balance 
sheet of a medium sized manufacturer 
in a typical growth situation, we 
have presented an illustration show- 
ing the balance sheet before and after 
a commercial finance loan was ex- 
tended. The illustration fits a man- 
ufacturer of a product which sells for 
one dollar and which costs the com- 
pany seventy-five cents. Under nor- 
mal circumstances, a thirty-day sup- 
ply of the product was maintained in 
inventory and accounts payable were 
eurrent. Sales to customers were on 
thirty days net. This illustration is 
factual and is based upon a situation 
which actually occurred. 

Sales were good and the manage- 
ment was optimistic. At the end of 
the first six months the records re- 
flected the following: 


January 1 


Cash $100,000 
Inventories 75,000 
Receivables 100,000 


— In January 100,000 units were sold, 
which cost $75,000. The outstanding 
receivables were collected and with 
new sales the company showed a 
$25,000 gross profit. 

On February 1 the records reflected 
the following: 


Cash $125,000 
Inventory 75,000 
Receivables 100,000 


In February sales grew as pre- 
dicted to 150,000 units. With a cor- 
responding step-up in production to 
maintain a thirty-day inventory, the 
company made 200,000 units at a cost 
of $150,000. All receivables from 
January sales were collected. Gross 
profit to date was $62,500. 

On March 1 the records reflected 
the following : 


Cash $ 75,000 
Inventory 112,500 
Receivables 150,000 


As sales increased, so did inventory 
and receivables. 

By May, it was evident that a 
maximum expansion was well under 
way. Sales had moved to 300,000 
units, while monthly production had 
reached 350,000 units. It was appar- 
ent that the company’s greatest need 
at this point was cash. 


On June 1 the position was: 


Cash Oa 
Inventory 225,000 
Receivables 300,000 


The economic tool of commercial 
financing was introduced and a 
finance company, so often referred to 
as a Factor, immediately made avail- 
able $240,000 in accounts receivable 
financing and $150,000 in a fixed 
assets loan. The accounts receivable 
financing served as a revolving fund 
which flowed to the company as ship- 
ments were made and flowed back to 
the financing institution as receivable 
collections were made. Funds avail- 
able increased with the growth in 
sales. 


With ready funds the company 
made the most of its market oppor- 
tunities. Within two years sales had 
erown to about 2,000,000 units per 
month, while profits and net worth 
reached gratifying levels. It was at 
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this point, with the substantial 
growth in its net worth, that the com- 
pany returned to the commercial 
banker for unsecured lines of credit 
sufficient for its expanded needs. 


At the end of this article there ap- 
pears the balance sheet of this manu- 
facturer at the point at which ac- 
counts receivable financing began. 
This before and after balance sheet 
is shown in order to answer the typi- 
cal questions which arise whenever a 
supplier’s credit manager discovers 
that a customer has turned to a com- 
mercial finance company to borrow 
eash. As a result of commercial 
financing, the supplier can see that his 
customer improved his cash position 
by $50,000; his working capital in- 
creased four times, and his current 
ratio went from 1.04 to 1, to 1.30 to 1. 
His customer was able to clean up 
short-term bank indebtedness, liqui- 
date almost half his payables, and 
take cash discounts on future bills 
without taking in any partners or 
tying up the goods which serve as 
backing for the unsecured credit 
made available to him by his sup- 
pliers. 

The entire concept of commercial 
financing is based upon a relatively 
short range relationship between the 
financing institution and the bor- 
rower. The thought has been ex- 
pressed by some accountants that once 
a company is committed to a commer- 
cial finance lending arrangement, he 
is in the clutches of the lender for- 
ever. This is not a fact and can be 
demonstrated through countless ex- 
amples of healthy companies who 
have successfully used the funds they 
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required to revitalize their capital 
position and restored themselves to 
financial stability. The confusion be- 
tween factoring and commercial 
financing has caused the accountant to 
assume that the commercial finance 
relationship is a lengthy one because 
a Factor and his client have tradi- 
tionally continued their relationship 
over many, many years. This stems 
from the fact that the service per- 
formed by the Factor is a continuing 
one and, as a rule, the money require- 
ments of a factored client are sea- 
sonal. The relationship is based upon 
mutual satisfaction with the service 
and integrity of the two partners to 
the contract. 


Conclusion 

An informed accounting profession 
is essential to the thousands of com- 
panies dependent upon certified pub- 
lie accountants for financial counsel- 
ing and guidance. With the knowl- 
edge that the commercial finance in- 
dustry is dedicated to integrity and 
to its obligation to the economy of 
the country, the accountant can 
choose the economic tool of commer- 
cial financing as a means to strength- 
ening the financial structure of his 
clients when the circumstances sur- 
rounding the immediate situation 
warrant the use of this facility. The 
comments made in this article were 
designed to bring to the attention of 
the profession the existence of this 
relatively young industry which has 
matured to universal acceptance and 
taken its place in the economic struc- 
ture of our business world. 
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A Restaurateur, A Rack of Peanuts, 
and an Accountant 


What Price Progress? 


In discussing the costs incident to 
various types of operations, the an- 
alogy was drawn of the Restaurant 
which adds a rack of peanuts to the 
counter, intending to pick up a httle 
additional profit in the usual course 
of business. This analogy was at- 
tacked as an oversimplification. How- 
ever, the accuracy of this analogy is 
evident when one considers the actual 
problem faced by the Restaurateur 
(Joe) as revealed by his Accountant- 
Efficiency-Expert. 

EFF EX: Joe, you said you put in 
these peanuts because some people 
ask for them, but do you realize what 
this rack of peanuts is costing you? 

JOE: It ain’t gonna cost. ’"Sgonna 
be a profit. Sure, I hadda pay $25 
for a faney rack to holda bags, but 
the peanuts cost 6¢ a bag and I sell 
"em for 10¢. Figger I sell 50 bags a 
week to start. It’ll take 1214 weeks 
to cover the cost of the rack. After 
that I gotta clear profit of 4¢ a bag. 
The more I sell, the more I make. 

EFF EX: This is an antiquated 
and completely unrealistic approach, 
Joe. Fortunately, modern accounting 
procedures permit a more accurate 
picture which reveals the complex- 
ities involved. 

JOE: Huh? 


EFF EX: To be precise, those pea- 


nuts must be integrated into your) 


entire operation and be allocated 
their appropriate share of business 
overhead. They must share a _ pro- 


portionate part of your expenditures | 


for rent, heat, light, equipment de- 
preciation, decorating, salaries for 
your waitresses, cook,— 

JOE: The cook? What’s he gotta 
do wit’a peanuts? He don’ even know 
I got ’em! 

EFF EX: Look, Joe, the cook is in 
the kitchen, the kitchen prepares the 
food, the food is what brings people 
in here, and the people ask to buy 
peanuts. That’s why you must charge 
a portion of the cook’s wages, as well 
as a part of your own salary to pea- 
nut sales. This sheet contains a care- 
fully caleulated costs analysis which 
indicates the peanut operation should 
pay exactly $1,278 per year toward 
these general overhead costs. 

JOE: The peanuts? $1,278 a year 
for overhead? The nuts? 

EFF EX: It’s really a little more 
than that. You also spend money each 
week to have the windows washed, to 
have the place swept out in the morn- 
ings. Keep soap in the washroom and 
provide free cokes to the police. That 
raises the total to $1,313 per year. 


SSS SS 


This incident is reproduced from the Lybrand Journal, No. 1, 1960. As 
indicated therein, no source of the paper is known. If any readers can pro- 
vide us with this information, we shall be delighted to acknowledge our 
indebtedness and will so inform the editors of the Lybrand Journal. 


JOH: (Thoughtfully) But the pea- 
nut salesman said I’d make money— 
put ’em on the end of the counter, he 
said—and get 4¢ a bag profit. 

EFF EX: (With a sniff) He’s not 
an accountant. Do you actually know 
what the portion of the counter occu- 
pied by the peanut rack is worth to 
you? 

JOH: Ain’t worth nothing—no 
stool there—just a dead spot at the 
end. 

EFF EX: The modern cost picture 


permits no dead spots. Your counter 
contains 60 square feet and your 


year. 


counter business grosses $15,000 a 
Consequently, the square foot 
of space occupied by the peanut rack 
is worth $250 per year. Since you 
have taken area away from general 
counter use, you must charge the 
value of the space of the occupant. 

JOE: You mean I gotta pay $250 


a year more to the peanuts? 


EFF EX: Right. That raises their 


share of the general operating costs 


to a grant total of $1,563 per year. 


Now then, if you sell 50 bags of pea- 


nuts per week, these allocated costs 
will amount to 60¢ per bag. 

JOE: WHAT? 

EFF EX: Obviously, to that must 
be added your purchase price of 6¢ 
per bag, which brings the total to 


—66¢. So you see, by selling peanuts at 


10¢ per bag you are losing 56¢ on 
every sale. 

JOE: Somethin’s crazy! 

EFF EX: Not at all! Here are the 
figures. They prove your peanut op- 
eration cannot stand on its own feet. 

JOE: (Brightening) Suppose I sell 
lotsa peanuts—thousand bags a week 


stead of fifty? 
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EFF EX: (Tolerantly) Joe, you 
don’t understand the problem. If the 
volume of peanut sales increases, your 


operating costs will go up—you’ll 
have to handle more bags, with more 
time, more depreciation, more every- 
thing. The basic principle of account- 
ing is firm on that subject: ‘‘The Big- 
ger the Operation the More General 
Overhead Costs that Must Be Allo- 
cated.’’ No, increasing the volume of 
sales won’t help. 

JOE: Okay. You so smart, you tell 
me what I gotta do. 

EFF EX: (Condescendingly) Well 
—you could first reduce operating ex- 
penses. 

JOE: How? 

EFF EX: Move to a building with 
cheaper rent. Cut salaries. Wash the 
windows bi-weekly. Have the floor 
swept only on Thursday. Remove the 
soap from the washrooms. Decrease 
the square foot value of your counter. 
For example, if you can cut your ex- 
penses 50% you will reduce the 
amount allocated to peanuts from 
$1,563 down to $781.50 per year, re- 
ducing the cost to 36¢ per bag. 

JOE: (Slowly) That’s better? 

EFF EX: Much, much better. 
However, even then you would lose 
26¢ per bag if you charge only 10¢. 
Therefore, you must also raise your 
selling price. If you want a net profit 
of 4¢ per bag you would have to 
charge 40¢. 

JOE: (Flabbergasted) You mean 
even after I cut operating costs 50% 
IT still gotta charge 40¢ for a 10¢ bag 
of peanuts? Nobody’s that nuts about 
nuts! Who’d buy ’em? 

EFF EX: That’s a secondary con- 
sideration. The point is, at 40¢ you’d 
be selling at a price based upon a 
true and proper evaluation of your 
then reduced costs. 


JOE: (Hagerly) Look! I gotta bet- 
ter idea. Why don’t I just throw the 
nuts out—put em in a ash can? 
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EFF EX: Can you afford it? 

JOE: Sure. All I got is about 50 
bags of peanuts—cost about three 
bucks— so I lose $25 on the rack, but 
I’m outa this nutsy business and no 
more grief. 

EFF EX: (Shaking head) Joe it 
isn’t quite that simple. You are in 
the peanut business! The minute you 
throw those peanuts out you are add- 
ing $1,563 of annual overhead to the 
rest of your operation. Joe—be re- 


alistic—can you afford to do that? 

JOE (Completely crushed) It’sa 
unbelievable! Last week I was a make 
money. Now I’m in a trouble—just 
because I think peanuts on a counter 
is a gonna bring me some extra profit 
—justa because I believe 50 bags of 
peanuts a week is a easy. 

EFF EX: (With raised eyebrow) 
That is the object of modern cost 
studies, Joe—to dispel those false illu- 
sions. 


Whats Your Time Worth? 


All professional men have many demands competing for their time including that all 
important one of earning a livelihood. Accountants who are earning a salary and those 
in private practice who have set a goal of earning a specific net income in excess of office 
overhead may gain a little insight to their problem by reviewing a reprint of a schedule 


found in our musty, old files. 


If You Earn Every Hour Is Worth 


In a Year One Hour 


Every Minute Is Worth a Day Is Worth 


$ 2,000 $ 1.02 $.0170 $ 250 
2,500 1.28 .0213 3123 
3,000 1.54 .0265 375 
3,500 1.79 .0300 437 
4,000 2.05 .0341 500 
5,000 2.56 0426 625 
6,000 3.07 .0513 760 
7,000 3.09 .0598 875 
7,900 3.84 -0640 937 
8,000 4.10 .0683 1,000 
8,500 4.35 0726 1,063 

10,000 5.12 0852 1,250 
12,000 6.15 1025 1,500 
14,000 oll 1195 1,750 
16,000 8.20 1366 2,000 
20,000 10.25 1708 2,500 
25,000 12.82 235 3,125 
30,000 15.37 .2561 3,750 
35,000 17.93 .2988 4,375 
40,000 20.49 0415 5,000 
50,000 25.61 4269 6,250 
75,000 38.42 .6403 9.375 
100,000 01.23 8523 12,500 
(Based on 244, eight-hour working days) 
Reprinted from the Teaas Society Bulletin. 
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TAX COMMENTS: Prepared by the 


Committee on Taxation of the Illinois 
Society of Certified Public Accountants 


Deferred Payment Sales 


Installment sales and, to a lesser 
extent, contract sales are such com- 
monplace occurrences in the com- 
mercial world that uncertainties con- 
taining the tax consequences of these 
transactions should be expected to 
arise only rarely. In particular, the 
tax attributes of the installment 


method of reporting are thoroughly 


- detailed 


met1ON., 


in the regulations under 
Section 453 of the Code. Yet these 
transactions do result in tax litiga- 
often with rather surprising 


— results. 


Qualifying for the Installment 


~ Methods 


Section 453 of the 1954 Code per- 
mits qualifying casual sales of per- 
sonal property and sales of real prop- 
erty to be reported on the install- 
ment method. The well-known ad- 
vantage of so reporting is the cor- 
relation of the seller’s tax lability 
with his receipt of payments from 
the buyer. The seller does not, as he 
might have to under other methods 
of reporting the gain, use capital 
funds to pay his tax liability on the 
full amount of the gain in the year 
of sale. The requirements for quali- 
fying a sale under the installment 
method are at first glance simple— 
payments to the seller in the taxable 
year of the sale must not exceed 30 
per cent of the ‘‘selling price’’ and, 
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in the case of a casual sale of person- 
alty, the price must exceed $1,000. 
These requirements do not apply to 
dealers, as they usually may elect the 
installment method as a matter of 
course. 

‘‘Payments’’ do not include evi- 
dences of indebtedness of the pur- 
chaser for the purpose of determin- 
ing compliance with the 30 per cent 
rule, but do include obligations of 
third parties which are assigned to 
the seller as partial payment of the 
purchase price. Continuing mortgage 
hens on the property sold are not 
counted as payments, even though 
assumed by the buyer, except to the 
extent that they exceed the seller’s 
basis for the property. Other hens 
and expenses of the seller assumed by 
the buyer constitute payments only 
to the extent that they are discharged 
by the buyer in the year of sale. 
Revenue Ruling 60-52, 1960-1 CB 
186. 


‘Selling price’’ includes all ele- 
ments of consideration received by 
the seller such as cash, notes, accrued 
taxes and interest assumed by the 
buyer and any lien to which the 
property sold is subject. Expenses 
of sale are added to the seller’s basis, 
and thus reduce the gain, but do not 
reduce the ‘‘selling price’’ or ‘‘pay- 
ments’’. 

The basic rules to be observed by 


P] 


hopeful installment sellers, as set out 
in eapsule form above, should serve 
to impress the tax advisor of the need 
for extreme care in reviewing these 
transactions. Meticulous compliance 
with these requirements is a ‘‘must’’. 
An obvious source of concern and a 
potential trap in a close-to-30 per 
cent situation would be the payment 
by the buyer of accrued taxes and 
interest assumed by him in the clos- 
ing. These amounts, when added to 
the initial payments received by the 
seller, might total more than 30 per 
eent of the selling price. Recently 
litigated issues involving taxpayers 
seeking to qualify as installment- 
method sellers illustrate the vigilance 
with which the Internal Revenue 
Service polices this area. 


The tax advisor should also bear 
in mind that the tax consequences of 
failing to qualify for the installment 
method may go beyond a mere shift 
between years. In addition to aeccele- 
ration of payment, the total tax li- 
ability can be substantially increased 
through reporting the entire gain in 
one year, even with respect to long- 
term capital gains. Furthermore, the 
gain reported each year is taxed 
under the law and at the rates applic- 
able to that year (not the year of 
sale), although this can lead to favor- 
able as well as unfavorable results. 
Failure to qualify can not be reme- 
died, while a taxpayer who has quali- 
fied can often accelerate the report- 
ing of gain if otherwise desirable. 

Mr. Ludlow and Mr. Tombari, two 
recent petitioners before the Tax 
Court, were given first hand evidence 
of that body’s willingness to look be- 
hind the carefully thought-out lan- 
guage of an installment sale agree- 
ment in order to do justice to the real- 
ities of the situation. Whether the 
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decision reached by the majority of 
the court in the Ludlow case did equal 
justice to the Internal Revenue Code 
was questioned by 3 dissenting judges. 
Lewis M. Ludlow, 36 TC No. 6. 

Mr. Ludlow and the 6 other share- 
holders of Pattin Manufacturing 
Company accepted an offer to pur- 
chase all of Pattin’s shares for $1,- 


260,000, $600,000 to be paid in cash | 


and $660,000 over a 10-year period. 


Tn order to consummate the sale, how- | 


ever, it was necessary to allocate as 
much of the purchase price to 3 smal- 
ler shareholders as would permit them 
to receive over $8,000 a share while the 
3 larger shareholders were content 
with $5,400 a share. Furthermore, the 
3 larger shareholders informed the 
buyer that the $600,000 cash pay- 
ment must be divided between De- 
cember of 1955 and January of 1956 
so that not over 30 per cent of the 
selling price would be received in 
1955. The buyer, who could not care 
less, accepted these terms. 


One of the smaller shareholders, 
Elhott, was given the task of com- 
puting the December payments to be 
received by each selling shareholder. 
Overlooking the fact that the per- 
share price differed between share- 
holders, Elliott allocated $365,000 
(29% of $1,260,000) between the 
shareholders on the basis of their 
stock ownership percentages, which 
payment schedule was inserted in the 
sales agreement executed on Decem- 
ber 29. The buyer delivered checks 
according to Ellott’s schedule the 
same day. Ludlow and the 2 other 
larger shareholders received an 
amount representing 32.2 per cent 
of the selling price of their shares. 
Discovering the error on December 
30, two of the shareholders managed 
to wire funds representing the excess 
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the 


over 30 per cent back to the buyer, 
but Ludlow’s attorney, who was lo- 
cated at a late hour, did not wire the 
money until December 31 and it did 
not reach the buyer until January 1. 
The Tax Court found as follows: 
1. It was Ludlow’s intention to receive 
less than 30 per cent of the selling 
price in 1955. 
2. The insertion of Elliott’s schedule as 


computed by him involved a mistake 
mutually recognized by the buyer and 


seller. 
3. The word ‘‘payments’’ means the 
““nerformanee of the consideration 


provisions in accordance with the par- 
ties’ true agreement’’ and not neces- 
sarily the payments called for in the 
sales agreement and/or actually paid. 

4. There was no tax avoidance taint here 
involved merely because the buyer was 
willing to pay more than 30 per cent 
in the year of sale. 

5. Accordingly, the payment received by 
Ludlow in 1955 did not exceed 30 per 
cent of his selling price. 


Three judges dissented, observing 
that, in accordance with the terms of 
contract, Ludlow received in 
excess of 30 per cent of his selling 
price, that nobody disputed this re- 


-eeipt and Ludlow could have kept all 


of it had he desired, and that Section 
453 sets out precise requirements 


‘which contain no reference to inten- 


tion but hinge solely on the payments 
actually made. The efforts of Lud- 
low’s attorney to return part of the 


‘payment would make no difference 


even if they were successful and had 
been ordered by Ludlow. 

Ludlow admittedly presents a 
strong factual situation which would 
stir feelings of equity in most critics 
of the decision. However, it is some- 
what unusual to find a decision where 
a failure to comply with the tech- 


nical requirements of a tax saving 
or tax deferring Code provision is 
excused on the grounds of the exis- 
tence of an intent to comply coupled 
with the failure to act, or the erron- 
eous actions, of an agent or attorney. 
The lesson to be learned from Ludlow 
is perhaps to check and then recheck 
compliance with the requirements of 
Section 453, avoid flirting with the 
30 per cent limit if possible and 
sprinkle the factual record with 
references to the intent of all parties 
to comply with those requirements. 

Mr. Tombari was undoubtedly a 
taxpayer who also proceeded with 
firm resolve and intent to meet the 
30 per cent test and qualify for the 
installment method. He sold his phar- 
macy and the attendant real estate 
for a purchase price attested by the 
sales agreement in both capital letters 
and numerals to be $300,000. In 
accordance with the agreement, the 
seller received in 1951, the year of 
sale, $24,012.36 in cash and a hotel 
contract on which the obligor owed 
$75,987.64. In addition, monthly cash 
payments on the balance totalling 
$12,770.77 were received by the seller 
in 1951. The fair market value of the 
hotel contract was stipulated to be 
$50,000. The total received in 1951, 
valuing the hotel contract at $50,000 
was $86,783.13, this being less than 
30 per cent of $300,000 but in excess 
of 380 per cent of $274,012.36, the 
selling price determined by including 
the hotel contract at its fair market 
value of $50,000 rather than its face 
value. It may also be seen that the 
30 per cent limit would be exceeded 
if the contract were included in the 
amount received at its face value of 
$75,987.64. 


Turopore M. Asner, partner with Alexander Grant & Company, 
Chicago, prepared the comments for this issue. 
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In order to qualify for the install- 
ment method, the taxpayer was 
forced to maintain that the contract 
should be included at its fair market 
value in determining payments re- 
ceived in 1951, but at its face value 
in computing the selling price. The 
Tax Court did not see the logic of 
this position. William A. Tombari, 
35 TC No. 32. Furthermore, appar- 
ently the taxpayer was not astute 
enough to point out to the Court that 
he had specifically intended to meet 
the 30 per cent limit on initial pay- 
ments, as was obvious from the fact 
that he almost met it and had in- 
tended to avail himself of the install- 
ment method. 

It is interesting, but not particu- 
larly rewarding, to speculate on the 
process by which Mr. Tombari so 
neatly entrapped himself. A modest 
amount of pencil pushing, combined 
with a knowledge of the basics of 
the installment method, would have 
avoided the unfortunate result 
reached. The certified public account- 
ant should be particularly well quali- 
fied to review and pass on the tax 
consequences of this type of trans- 
action. 

Mr. Tombari might have prevailed 
if he had sold the pharmacy and the 
realty in two separate transactions, 
perhaps a cash sale of the real estate 
(which was subject to a $67,157 
mortgage) and a low down payment 
sale of the pharmacy. This procedure 
appealed to another druggist who at- 
tempted to divide the sale of his 
pharmacy for $25,000 into a cash 
sale of the inventories for $10,000 
and an installment sale of the equip- 
ment, leasehold and goodwill for 
$15,000. The Tax Court, however, 
found that a single sale of a going 
business had taken place and that 
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| 
the 30 per cent limit was not met. | 
Arkay Drug Co., T. C. Memo. Op.,| 
Nov. 7, 1944. Whether this result | 
would fe extended to embrace the | 
separate sale of a pharmacy and re: | 
lated real estate is conjectural. 


Along this latter vein, an interest: | 
ing situation is Sais im a recent | 
decision of the U. 8. District Court | 
for the Western District of Ken- | 
tucky, titled Erhart et al. v. Gray, de-| 
cided February 8, 1961. The owner } 
of half of the outstanding stock in| 
each of two real estate corporations | 
desired to retire and arranged to 
have his stock retired by the respec-} 
tive corporations. The payments re-! 
ceived in the year of sale directly| 
from both corporations totalled less} 
than 30 per cent of the combined | 
selling prices as stated by the parties; 
to the sales, and were also less than 
30 per cent on an individual corpora- 
tion basis, although barely under that 
limit. However, the stated selling 
price for one corporation’s stock was 
reduced by the parties from book 
value so as to reflect an overdraft 
by the selling stockholder from a 
partnership which owed a compar- 
able sum to that corporation. 


The Commissioner attempted toy 
combine the sale of stock of the two 
corporations, add the overdraft to 
the selling price and payments in the 
year of sale and thereby exceed the 
30 per cent limit, and thus deny the 
use of the installment method for 
both transactions. The Court agree 
that the overdraft barred the appli4 
cation of the method to the one cor- 
poration, but refused to disregard the} 
Separate corporate entities. It per+ 
mitted the use of the installmen 
method for the sale to the other 
corporation. The decision would no 
only appear to be correct, but dis 


THE ILLINOIS CPA / SUMMER, 196 


| 


| least in part, 


plays a rough justice in its result 
which is truly in the tradition of 
King Solomon. 


Value—Fair Market and Other 


Various types of situations often 
present themselves where the tax- 
payer is unable or unwilling to elect 
the installment method. Some of these 
are: 


1. Contract sales. The seller receives no 
negotiable notes, mortgage, or other eyi- 
dence of indebtedness from the buyer, other 
than the right to receive payments evi- 
denced by a contract. 

2. Liquidations. A corporation is liqui- 
dated and distributes to its shareholders 
contractual rights to receive payments from 
third parties which are indefinite in amount. 

3. Deferred payment sales. Property is 
sold for a fixed price but the time of pay- 
ment or the fact of payment, or both, are 
made contingent upon events which are, at 
beyond the control of the 


parties. 


| 
| 
: 


i 
i 


q] 


4. Indefinite sales price. Property is sold 
for a price which is contingent upon earn- 
ings or some other yardstick. A minimum 
fixed price may or may not be proyided. 


It generally is the seller’s objective 
to avoid reporting gain on _ these 
transactions until he has recovered 
his basis in the property sold, and 
then only as payments are actually 
received. 

The tax consequences of 
transactions are often far from clear. 


‘The Regulations provide for the re- 


covery of basis prior to reporting 
gain in the case of deferred payment 
sales of real estate that do not qualify 
for the installment method. This 
method is limited to situations in 
which the ‘‘obligations received by 
the vendor have no fair market value. 
_.. Only in rare and extraordinary 
cases does property have no fair 
market value.’’ Section 1.453-6(a)- 
(2). The Service has proven hard to 


TAX COMMENTS / DEFERRED PAYMENT SALES / ASNER 


these 


convince in the matter of lack of fair 
market value, and has indicated that 
it will continue to require valuation 
of contractual rights and claims to 
receive indefinite amounts of income. 
Revenue Ruling 58-402, 1958-2 CB 
15, 

There would appear to be two basic 
principles against which these trans- 
actions are tested. The first applies 
in the case of a cash-basis taxpayer 
who receives, in addition to a down 
payment, only a contractual right to 
receive future payments from the 
seller. Even though these rights may 
pertain to a fixed amount payable 
at fixed times, the Tax Court has re- 
fused to require gain to be reported 
until such time as basis is recovered. 
Nina J. Eanes, 17 TC 465. Caw 
Enms Estate, 23 TC 799 (Nonacq.) ; 
C. Hurlburt, 25 TC 1286 (Nonaeq.). 
The theory supporting this treatment 
is that, although the contracts may 
have a value for other purposes such 
as estate taxation, they can not be 
considered an ‘‘amount realized’’ 
(within the meaning of Section 1001) 
by a eash basis taxpayer, as they are 
not cash or the equivalent of cash. 
Obviously, the Commissioner  dis- 
agrees and has nonacquiesced. In his 
regulations under Section 1001, the 
phrase ‘‘only in rare and extraordi- 
nary cases’’ again appears with ref- 
erence to the lack of fair market 
value of other property received by 
the seller. 

If contractual rights are never the 
equivalent of cash, and are not to be 
reported as income by a eash_ basis 
taxpayer until payment is received, 
their value, or lack thereof, should 
be of no concern, The C. W. Ennis 
Estate decision, however, may indi- 
cate otherwise in (i2t contracts which 
are assignab! mid = eommonly  as- 
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signed are intimated to be the equiva- 
lent of cash—the Court finding, how- 
ever, that the particular contracts be- 
fore it could not be valued. A recent 
decision of the Court of Appeals for 
the 5th Circuit rules that a contract- 
ual promise to pay that is uncondi- 
tional and assignable is the equiva- 
lent of cash if it is of a type that is 
regularly transferred to lenders at a 
discount, and the discount is not sub- 
stantially greater than that applic- 
able to loans in general. Frank 
Cowden, Sr., et al. v. Commissioner, 
Apral. 125 196i: 

So it appears that in the contrac- 
tual area, as well as in the other situa- 
tions previously described, a determi- 
nation of the fair market value 
aspects of the transactions will be 
necessary. The subject is further con- 
fused, more over, by the introduction 
of the concept of ‘‘ascertainable fair 
market value,’’ which may or may 
not be equivalent to actual fair mar- 
ket value. This is particularly true 
where a taxpayer receives contrac- 
tual rights to an indefinite amount on 
the hquidation of a corporation or 
from the sale of assets. In these situs- 
tions, as well as where the seller is 
to receive a definite amount under a 
contract with other than a corporate 
obligor, ordinary income will result 
from payments received in excess of 
the valuation ascribed to the obliga- 
tions in the year of the sale or liqui- 
dation. Osenbach v. Commissioner, 
198 F.2d 235. This same result may 
apply with respect to the contractual 


bligations of a corporate obligor if 
al the obligations do not constitute an 


‘evidence of indebtedness’? within 
the meaning of Section 1232, 
However, if the right to payments, 
however evidenced, has no ‘‘ascer- 
tainable fair market value,’’ the 
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transaction remains ‘‘open’’ for 
Federal income tax purposes and the 
cost recovery method of accounting 
for the proceeds applies. Moreover, 
the gain as reported takes the same 


character as it originally would have | 


—that is, a capital gain remains a 
capital gain. Commissioner v. Carter, 
170 F. 2d 911. 

Recent decisions have evidenced a 
reluctance on the part of the courts 


to determine the existence of ascer- | 


tainable fair market value where the 
payments to be received are contin- 
gent upon problematical events, such 
as future earnings. In John 4H. 
Altorfer, T. C. Memo Op., February 
24, 1961, the Court considered the 
valuation of contractual rights re- 
ceived by the shareholders of a cor- 
poration which had sold its assets and 
had been liquidated. Payments total- 
ling a maximum of $1,200,000 were 
to be received from the purchaser of 
the assets, and the seller was given 
an option to re-acquire the operating 
assets and intangibles without pay- 
ment, except for inventories, in the 
event minimum annual sales were not 
achieved and minimum annual pay- 
ments not made. An escrow agree- 
ment was set up to permit automatic 
enforcement of the agreement. The 
purchaser was not strong financially 
in relation to the purchase price in- 
volved. The Court found that the 
contractual rights distributed in 
liquidation had no ascertainable fair 
market value. 


An interesting aspect of the 
Altorfer case is that the taxpayer and 
Commissioner stipulated that the fair 
market value of the purchaser’s ob- 
ligations was their maximum value, 
discounted at 41% per cent, ‘‘if that 
figure is ascertainable’’. The Court, 
through a subtle reasoning process, 
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used this fact to reinforce its holding, 
stating that a willing buyer could 
not be found who would pay any 
such amount due to the uncertainties 
involved. Yet, the Court noted, a will- 
ing seller, not forced to sell, ‘‘eould 
reasonably want a price based on the 
maximum receivable under the con- 
eract.”’ 

Thus, it would appear that the 
term ‘‘ascertainable’’ refers to the 
existence of a value which is not 
markedly affected by contingencies 
and which does not require more esti- 
mates and speculation in its deter- 
mination. The fact that a minimum 
value can be agreed upon (such as 


the value of the equipment and real 


! 


, 


estate held in escrow) does not re- 
quire a finding that the fair market 


-yalue of the obligations is ascertain- 
able. 


In Curry v. U. S., decided Decem- 


| ber 14, 1960, the U. S. District Court 


owner 
year, in perpetuity, a certain amount 


for the Hastern District of South 
Carolina determined that the value 
of a contract which provided for the 
thereof to receive free each 


of electrical power was not ascertain- 
able. The Court pointed to the con- 


tingencies involved, such as the possi- 


bility that the power company would 
cease operations, repudiate the con- 
tract, or be regulated out of existence 
or out of its lability under the con- 
tract by the State Public Service 
Commission. 

However, in Chamberlain et al. v. 
Commissioner, decided November 30, 


11960, the Court of Appeals for the 


7th Cireuit refused to upset a Tax 
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Court finding that the taxpayer had 
failed to establish that a contractual 
right to receive royalties received in 
exchange for stock had no ascertain- 
able fair market value at the time of 
the exchange in 1936. Although the 
amount of royalties which might be 
received was indefinite, the Court did 
not consider this a bar to valuation, 
noting that patents are frequently 
valued for tax purposes. The Court 
adopted the view expressed in other 
recent decisions that the leading case 
dealing with valuation of rights to 
indefinite payments, Burnet v. Logan, 
283 U.S. 404, does not bar valuation 
as a general rule but merely holds 
that the facts there presented in- 
volved contingencies which might 
have prevented the return of capital. 

On balance, the treatment of sit- 
uations involving sales on contract or 
rights to indefinite or contingent pay- 
ments is still not blessed with that 
certainty which is so desirable in 
matters of taxation. Indeed, the tax- 
payer is faced with a difficult de- 
cision. If the contractual rights are 
not valued but are later determined 
by a court to have had an ascertain- 
able value, or are valued for a nomi- 
nal amount, payments received in 
excess of the valuation chosen will 
probably be ordinary income. If, on 
the other hand, a large value is as- 
signed, a capital gains tax may be 
paid upon amounts which will never 
be received—and, in any event, paid 
in advance of the receipt of pay- 
ments. And, of course, the Service 
will not rule on the penultimiate issue, 
which is the existence or ascertain- 
ability of fair market value. 
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TAX COMMENTS: Prepared by the 
Committee on State Taxation of the 
Illinois Society of Certified Public 


Accountants 


Accounting Problems in 


Multi-State Taxation 


The states of this land of ours levy 
a bewildering variety of taxes, as we 
all know—inecome taxes, franchise- 
income taxes, pure franchise taxes, 
sales and use taxes, excise taxes, h- 
censes, fees, property taxes, etc. Some 
of these are regulatory, but most are 
levied primarily to produce revenue, 
a goal which has been in recent years, 
and in the years to come, will be in- 
creasingly sought after by the states. 

The costs of big government are 
not confined solely to Washington. 
Our states must foot a huge bill for 
their own ever-inereasing’ services, 
and new and expanded sources of 
state revenue are imperative. The 
states have pursued, with increasing 
zeal, the interstate or foreign (out of 
state) corporation as a taxpayer as 
an alternative to extracting even 
more tax revenue from local taxpay- 


gegen : ey: 
seme both individual and corporate. 


We shall not attempt to review the 
problems raised by the various prop- 
erty taxes, licenses, etc., but will con- 
fine our discussion to questions in 
respect to net mcome taxes and fran- 
chise taxes based on net income in a 
multi-state operation. 
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Jurisdiction to Tax 


In the approach to these problems 
it is well to recognize that over the 
past two decades there has been a 
subtle change in the attitude of the 
courts as to what constitutes a domi- 
cile for tax purposes. In the 1940’s 
certain consuming states, as opposed 
to the manufacturing states, devel- 
oped a philosophy and test of juris- 
diction which we will call the ‘‘gain- 
ful activity’’ test. Georgia and Cali- 
fornia actively pioneered the doctrine 
that the term ‘‘doing  business’’ 
means any activity or transaction 
carried on for financial gain. 

Such a test of jurisdiction to tax 
is a far ery from payroll, brick and 
mortar, goods, order receipt and ac- 
ceptance, accounting records—all the 
old trappings of a commercial domi- 
cile. We must appreciate that this 
change in concept of jurisdiction 
from commercial domicile to gainful 
activity has taken place, and many 
corporations, without change in 
methods of manufacture, selling, and 
distribution may now be liable for 
state income taxes. In many instances 
such lability is retroactive and may 


be without the protection of statutes 
of limitation. 


A state’s right to tax an out-of- 
state business always rests on an 
affirmative answer to the question, 
does the state have jurisdiction? In 
turn, this depends on tests of legal 
domicile (for a domestic corpora- 
tion), commercial domicile, or gain- 
ful activity. All of these are means 
of establishing a nexus or connection 
between the taxpayer and the state’s 
market places. With jurisdiction we 
have tax liability. It is pertinent to 
mention here that the larger corpora- 
tions, for the most part, operate in 
almost all states in such a way as to 
have a commercial domicile in many 
states under the older case rules, and 
the new conception of jurisdiction 
may have little effect. But even their 
state income tax load may be heavier 
as the states tighten up administra- 
tion. The small. and medium sized 
corporations, doing business across 
state lines, are most affected by the 
new jurisdictional concepts. 

Once jurisdiction is attained, the 
apportionment formula takes over. 
Such formulae vary, but they mainly 
depend upon an allocation of unitary 
business income on the basis of the 
factors of property, payroll, and sales. 
The property and payroll factors 
present some problems, but the sales 
factor appears to present many more. 
Here again the variations in the 
states’ tax laws operate against the 
multi-state corporation. It is possible, 
Public Law 86-272 notwithstanding, 
to have the same sale included in 
three different states’ numerators: 
(1) in the state of inventory, (2) in 
the state of solicitation, and (3) in 
the state of destination. The con- 
sumer states are engaged in a tug of 
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war with the manufacturing states, 
and the taxpayer is in the middle. 


Significance of State Income 
Tax Issues 


What is the significance of these 
state income tax issues to the inde- 
pendent CPA conducting an audit of 
a multi-state corporation? There is 
the problem of recognition of bal- 
ance sheet lability, first its existence 
and then its materiality. As we have 
said earlier, the problem may be less 
acute in the case of the large corpora- 
tion. The company’s well established 
commercial domicile in most states 
has already subjected it to the tax 
jurisdiction of the states in which it 
operates, and its tax department 
normally may be relied upon by the 
independent CPA as a source of con- 
firmation of state income tax habil- 
ity, actual or potential. 

However, for the small or medium 
sized corporation the independent 
CPA must be the tax man. Its prob- 
lems are likely to be all out of pro- 
portion to its size, but the question 
of materiality of its potential state 
income tax liability is probably more 
acute. Physical assets and _ payroll 
may be located in relatively few 
states even though sales effort results 
in national distribution. 

In our opinion, it is necessary to 
add an expanded tax audit in the 
state income tax area to the regular 
audit program. Logically the first 
step is to get the facts concerning 
the corporation’s business activities. 
Most of such fact gatheriny “have 
to be done by the corporation’s per- 
sonnel under the supervision of the 
independent CPA. 

In order to e 


we will need, ) 
ing the Jocation by 


ablish jurisdiction 
an analysis show- 
states of all 
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physical properties, including inven- 
tories, with costs and depreciation 
reserves at both the beginning and 
end of the accounting period, (2) the 
location by states of all personnel 
with dollar payrolls for the account- 
ing period, and (3) the location by 
states of sales effort. The location of 
tangible property is usually obvious. 
However, this factor may involve ac- 
counting for goods on consignment 
at various dates throughout the year. 
It is also to be noted that some states 
require capitalization of annual rent 
as an addition to the property factor. 
Payrolls must be analyzed to deter- 
mine the time, mileage, business 
generated, and earnings of salesmen 
and other personnel who are em- 
ployed in more than one state. The 
ereatest controversy will probably 
arise over the question of what con- 
stitutes sufficient sales effort within 
a particular state to give it jurisdic- 
tion. It will be necessary to break 
down net sales by states as to location 
of inventory from which shipped and 
as to destination. We must have an 
analysis of sales by state of solicita- 
tion, by acceptance or approval of 
orders, and by location of 
offices. 


sales 


In addition to such analyses of the 
dollar net sales, we will need infor- 
mation as to the salesmen’s activities. 
In which states do they solicit orders, 
distribute samples and advertising 
material, accept payments, maintain 
an office in their homes, pass on 
credit, approve orders, show home 
address on business cards, give tech- 
nical advice to customers, assist in 
installation, do customer surveys or 
market research, ete.? As to the sales 


orders, we must know where, by state, 
they are solicited, negotiated, ap- 
proved, filled by physical appropria- 
tion of goods to order, and billed. 
The task of assembling such infor- 


mation in regard to sales and selling | 


activities will be colossal unless the 
accounting records can be set up in 
advance to yield such analyses. Of 
course, in a case where accounting 
is highly mechanized, the task will be 
comparatively light. 

When all of the foregoing informa- 
tion has been assembled, we are in a 
position to determine in what income- 
taxing states the corporation has a 
commercial domicile or sufficient 
gainful activities to give a state juris- 
diction. The taxing statutes of the 
states vary considerably as to what 
in-state activities are sufficient to 
create jurisdiction. There may be a 
number of states in which our corpo- 
ration owns property, employs peo- 
ple, or has sales activities which ob- 
viously make it hable for income tax. 
It probably has already recognized 
the taxing jurisdiction and is filing 
returns in those states. The extent of 
the business activities in other states 
may lead to the tentative conclusion 
that there is not sufficient nexus 
under the statute to give the state 
jurisdiction. The final determination 
as to whether a particular state has 
jurisdiction to tax should be made by 
legal counsel. 

After we have determined those 
states in which our corporation is 
liable for income tax we turn to the 
question of how much tax. We have 
gathered the facts concerning the 
business activities. We know where 
the property is located, in what states 


LL 


WILLIAM T, GRANT, tax manager of Arthur Young & Company, Chicago, 


and PAUL R. RASMUSSEN, of Abbott Laboratories, North Chicago, prepared 
the comments for this issue. 
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position 


the payroll is paid, and we have the 
sales analysis. The allocation formu- 
lae of the states where income tax 
returns are being filed should be re- 
viewed for continued validity. 

The analysis of business activities 
may reveal one or more states which 
apparently have established jurisdic- 
tion where tax returns are not being 
filed. A caleulation of the current 
year’s potential tax lability and an 
estimate of prior years’ liability is in 
order. However, the desirability of 
filing prior year returns should be 
considered by legal counsel as there 
may be some nontax implications. 

In connection with the calculation 
of current or prior year tax liability, 
it would be well to consider the possi- 
bilities of computing the taxable in- 


come under separate accounting in 


lieu of the allocation formula. If a 


taxpayer can prove that his operation 


within a state is a business unit in 
itself, he probably can sustain his 
that separate accounting 
will more properly reflect net income 


than will the allocation formula. The 
statutes of most states are drawn so 
that separate accounting is permis- 


sible. However, in some eases separate 
accounting can be used by state tax- 
ing authorities to yield a greater tax 


‘than the established allocation for- 
mula. 


A review of the various state for- 
mulae, as applied to the facts of the 
business activities of a corporation, 


may reveal a number of situations 


where a minor change in location of 
inventory, of sales offices, of method 
of sales solicitation, or location of 


‘sales acceptance or credit approval 
may save considerable tax. For in- 


stance, a warehouse operation could 
be moved across a state line from a 


‘state which uses property as an allo- 
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cation factor to a state which omits 
that factor. Or the office where sales 
are accepted may be changed from 
a state which bases its sales factor 
solely on situs of sales approval to 
an office in a state which does not 
levy an income tax. If such changes 
can be made without weakening the 
sales effort or distribution in any way 
they may be of considerable advan- 
tage tax wise. 
Lack of Uniformity in Allocation 
and Reporting 

Taxpayers throughout the land are 
presently burdened with the heavy 
costs of accumulating data and of 
preparing and filing numerous tax 
returns, no two of which are alike. At 
the same time the state tax collectors 
find themselves burdened with dis- 
proportionate administrative costs. 
A great portion of these excessive 
costs stem from a lack of uniformity 
in apportionment, in allocation for- 
mulae, and in allocation factors. 
There is also a singular lack of uni- 
formity in methods and forms of re- 
porting. There are inconsistencies in 
the specific items of corporate in- 
comes and expenses which are re- 
quired to be allocated. There is no 
uniformity in the construction of the 
apportionment formulae being used 
or in the weighting of the factors 
employed. There are inconsistencies 
even in the definitions of such gen- 
erally understood terms as ‘‘sales,’’ 
‘‘nayrolls,’’ and ‘‘property.’’ The 
variations in the definition of the 
sales factor are what make it, possible 
for three states to claim alloca.» 
to each of the same sales dollar. One 
claims it on the basis of situs of sales 
office, acceptance, or credit approval, 
another on the basis of point of ship- 
ment of goods. and a third on the 


destination «| 2oods. 
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It appears that the great majority 
of the inequities arising under pres- 
ent taxation methods, based on or 
measured by net income, would al- 
most be eliminated by the adoption 
of a uniform method of taxation. The 
costs of accumulating the necessary 
facts and the administrative costs of 
preparing returns would be reduced 
materially by adoption of uniform 
allocation formulae and a uniform 
system and form of reporting. 


However, experiences of the past 
several years have proved that the 
adoption of such a uniform system 
of taxation on a wide scale is no 
simple task. We have the conflict of 
interest between the taxing authori- 
ties of the producing states which 
tend to favor weighting in favor of 
the commercial domicile concept, as 
opposed to the consuming - states 
which desire emphasis on the point 
of delivery concept. 


Uniform Act 


In its annual conference meeting 
in 1957 the National Conference of 
Commissioners On Uniform State 
Laws drafted and adopted a Uniform 
Division of Income for Tax Purposes 
Act. The proposed act was approved 
by the American Bar Association in 
the same year. 

The proposed uniform act defines 
“business income’’ as income arising 
from transactions and activities in 
the regular course of the taxpayer’s 
trade or business and includes in- 
come frem tangible and intangible 
property if the acquisition, manage- 
ment, and disposition of the prop- 
erty constitute integral parts of the 
taxpayer’s regular trade or business 
operations. This is sometimes called 
the unitary portion of a taxpayer’s 
net income. 


For any taxpayer who has taxable 
income from business activity which 
is taxable both within and without a 
state, the act provides for apportion- 
ment on the basis of a straight arith- 
metical average of the percentages 
produced by three factors, (1) prop- 
erty, (2) payroll, and (3) sales. 

The property factor is computed 
from the average value of the tax- 
payers real and tangible personal 
property owned or rented and used 
during the tax period. Property 
owned is valued at its original cost 
rather than its depreciated cost, and 
rented property is arbitrarily valued 
at eight times the net annual rental 
rate. 


For the payroll factor, Section 14 
of the Uniform Act provides that 
compensation is considered paid with- 
in a state if— 


**(a) the individual’s service is performed 


entirely within the state; or 


(b) the individual’s service is performed 
both within and without the state, 
but the service performed without 
the state is incidental to the indi- 
vidual’s service within the state; or 
(e) some of the service is performed in 
the state and (1) the base of opera- 
tions or, if there is no base of 
operations, the place from which the 
service is direeted or controlled is in 
the state, or (2) the base of opera- 
tions or the place from which the 
service is directed or controlled is 
not in any state in which some 
part of the service is performed, 
but the individual’s residence is in 
this state.’’ 


The foregoing section covering the 
payroll factor is derived from the 
Model Unemployment Compensation 
Act which has been adopted by all 
the states, and thus the payroll fig- 
ures are the same as a taxpayer uses 
for unemployment compensation pur- 
poses. 
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The proposed act handles the con- 
troversial sales factor by allocating 
to a state the sales of, (a) tangible 
personal property delivered or ship- 
ped to a purchaser within the state, 
regardless of the f. 0. b. point or other 
conditions of sales; and (b) sales of 
property shipped from an_ office, 
store, warehouse, factory, or other 
place of storage in the state, if the 
taxpayer is not taxable in the state 
of the purchaser. All sales to the 
United States government are allo- 
eated to the state within which the 
factory, warehouse, or other storage 
place from which the goods are ship- 
ped, is located. Separate treatment 
for sales to the U. 8. government is 
provided because such sales are not 
necessarily attributable to a market 
existing in the state to which the 
goods are originally shipped. 

Sales, other than sales of tangible 
personal property, are allocated to a 
state if the income producing activ- 

ity is performed in the state, or, if 
| the income-producing activity is per- 
formed both within and without a 
state, it is allocated to that state where 
a greater proportion of the imcome- 
producing activity is performed, based 
on costs of performance. 

If the allocation provisions of the 
act do not fairly represent the extent 
of a taxpayer’s business activity in a 
particular state, the act provides 
some degree of flexibility in that it 
provides that the taxpayer may pe- 
tition or the tax administrator may 
require, if reasonable: 

(a) separate accounting ; 

(b) the exclusion of one or more of the 
factors; 

| (ec) the inclusion of one or more additional 

factors; or 


(d) the use of any other method to effec- 
tuate an equitable apportionment of a 
taxpayer ’s income, 


TAX COMMENTS / ACCOUNTING PROBLEMS IN MULTI ‘H 


The proposed uniform act also pro- 
vides for the allocation of such non- 
unitary sources of income as, (1) 
rents and royalties, (2) capital gains 
and losses, (3) interest and divi- 
dends, and (4) patent and copyright 
royalties. Net income from such 
sources is allocated generally to the 
state in which the property is located 
or used or to the state of the tax- 
payer’s commercial domicile. 


The term ‘‘commercial domicile’’ 
is defined as the principal place from 
which the trade or business of the 
taxpayer is directed or managed. 
Such a definition was apparently 
considered necessary because so many 
corporations do not carry on any of 
their principal business activities in 
the state of incorporation. Another 
suggested reason for the inclusion of 
the term is to insure that otherwise 
untaxed nonbusiness or nonunitary 
income might be allocated to some 
state. Section 5 of the proposed act 
provides that net rents and royalties 
are allocable to the state in which 
the property is located or used, but 
if the taxpayer is not taxable in that 
state, such rents and royalties are 
allocable in their entirety to the com- 
mercial domicile. This brings into 
play the arbitrary meaning of the 
word ‘‘taxable’’ as used in the pro- 
posed act. If a taxpayer is conducting 
business activities in the state in 
which the property is utilized so that 
the state could tax if it had an in- 
come tax, the income is allocated to 
that state because it is taxable within 
the meaning of the act even though 
it, in fact, is not taxed. Thus, some 
income would remain untaxed until 
the state in which the property is lo- 
eated enacts a tax on income. 


An accept» Ie allocation formula 
must be b upon accounting in- 
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formation normally computed or 
capable of computation for business 
purposes. The three-factor formula 
which the proposed uniform act pro- 
vides accomplishes this opjective as 
well as any yet devised. 

The property factor, as defined in 
the Uniform Act, adopts the original 
cost test and includes the contro- 
versial rented property valuation. 
The original cost concept avoids the 
variations among taxpayers in depre- 
ciation methods, but it may create 
inequities because of inflation. The 
payroll factor adopts the tests for de- 
termining unemployment tax liabil- 
ity in multi-state situations, and re- 
duces taxpayers’ computation bur- 
dens. It arouses little or no opposi- 
tion. 


Of course, the sales factor In any 
allocation formula produces the 
greatest controversy. The place of 
destination test adopted in the Uni- 
form Act has the following recom- 
mendations : 


(a) It affords less opportunity for manip- 
ulation of sales operations solely to 
avoid taxes. Sales offices, salesmen, 
and warehouses can be moved, but cus- 
tomers cannot. 


(b) It recognizes the economic interest of 
the state providing the market. 

(ec) It avoids the inequities to purely loeal 
but competing businesses which result 
from other sales tests. 

(d) Tests of warehousing and place of 


eredit approval tend to duplicate the 
property and payroll factors. 


The proposed act protects multi- 
state business by specifying that for 
parposes of allocation of its income 
a taxpayer is considered taxable in 
another state even though it may not 
be, in fact, subject to an income tax 
in that state if the state, by constitu- 
tional or legislative revision, could 
levy such a tax. Thus, net income ap- 
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portioned to Illinois could not be 
taxed in other jurisdictions. 

The Uniform Act does not consider 
the vexing problem of what consti- 
tutes net income. Uniformity in the 
tax base is an equally important goal 
in multi-state taxation, as variations 
in tax base serve to increase the costs 
of tax accounting, reporting, and ad- 
ministration. Nor does the act at- 
tempt a determination of whether a 
business is subject to the taxing jur- 
isdiction of any state, leaving the so- 


lution to the ‘‘nexus’’ problem to 


others, possibly the Congress. 

The proposed Uniform Act does 
not apply to financial organizations 
or public utilities, principally be- 
cause the property, payroll, and re- 
ceipts formula is not well adapted 
for apportioning income of such or- 
ganizations. 


The Committee on State and Local 
Taxation of the Controllers Institute 
of America prepared and released on 
February 27, 1959, an alternative 
proposal for Uniform Division of 
Income for Tax Purposes Act. The 
alternative proposal would discard 
the ‘‘commercial domicile’’ theory as 
being incompatible with the accepted 
principle that a state is entitled to 
use as a measure of its tax only the 
activities attributable to it and only 
when the taxpayer is ‘‘doing busi- 
ness’’ in the state. The Committee 
feels that since the ‘‘commercial do- 
micile’’ theory favors certain states, 
such as New York and Pennsylvania 
which enjoy a concentration of com- 
mercial domiciles, it would serve to 
inhibit universal adoption of a uni- 
form act. 


The Committee also criticizes the 
division of income into business and 
nonbusiness classifications on 
grounds that such a division tends to 
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create administrative problems to 
both taxpayers and tax administra- 
tors. They feel that since financial 
institutions are not covered by the 
Act, the distinction between business 
and nonbusiness sources of income is 
unnecessary because so-called non- 
business income constitutes a rela- 
tively minor portion of the income of 
other taxpayers. 

The theory that the extent of utili- 
zation of tangible personal property 
or patents in a given state should 
govern the allocation of income from 
such property is abandoned in the 
alternative act as being too costly in 
record keeping, and in some cases 


impossible for a licensor to deter- 


mine. 


Conclusion 


In the period of almost four years 


since the proposed Uniform Act was 


drafted and recommended for enact- 
ment by the National Conference of 
Commissioners On Uniform State 
Laws, it has generated no great en- 
thusiasm if measured by the number 
of states which have adopted it. Only 
two states have enacted the proposed 


! Quarterly Quip: 


law in its entirety. However, if tax- 
payers who are subjected to multi- 
state income taxation are ever going 
to be relieved of their disproportion- 
ately heavy costs of record keeping 
and administration, caused for the 
most part by the lack of uniformity 
in allocation and methods of report- 
ing, they must support efforts to 
bring about uniformity wherever 
they can. 

The recently enacted Publhe Law 
87-17 charges the Judiciary Commit- 
tee of the House of Representatives 
and the Senate Finance Committee 
with the duty to ‘‘make full and com- 
plete studies of all matters pertain- 
ing to the taxation of interstate com- 
merce by the States.’’ Such a study 
will probably take years to complete, 
and it will, no doubt, cover the prob- 
lems of uniformity in allocation and 
reporting. It seems that the states 
could relieve taxpayers of the ad- 
ministrative burdens by enacting a 
uniform law long before such a 
Federal act may be forced upon 
them. Taxpayers who are engaged in 
multi-state operations should urge 
the enactment of such a law by the 
states within which they operate. 


Confession of an estate planner who murdered his client: 


‘‘He was a good friend of mine and a good client. All of us worked very 
hard on this thing—the trust officer, the accountant, the insurauge man and 
the lawyers. It was a beautiful set-up. It had trusts with all kinds of rw 
mainders; it had reversions and reverters; it had life estates and estates per 
autra vie; it had powers of invasion and powers of appointment; it had all 
kinds of legacies—general, specific, demonstrative, conditional, limited, residu- 


would work.”’ 


ary, tax-free and tax-burdened. There were all of these things and a lot more. 
It was a beautiful document, and I just couldn’t wait long to see whether it 
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Conducted by the Committee on 
Local Practitioners of the Illinois Soci- 
ety of Certified Public Accountants 


Ideas for Accountants 


RETENTION OF PREVIOUS YEARS’ TAX SERVICES 


The problem of how long to retain past years’ Commerce Clearing House 
or Prentice-Hall tax services is one each accountant faces. It is our opinion 
that the volume containing the new or current matters be retained indefinitely. 
This volume generally contains the full account of Revenue Rulings, Technical 
Releases, Press Releases, etc., for that year. Some of this data is not reprinted 
or found elsewhere. Further, since these volumes are loose leaf, sheets can be 
removed and rulings, ete., either photographed for, or mailed to, a client, 
should the need arise. With regard to retaining the volumes other than the 
new matters, it is our belief that space availability be the guide for the re- 
tention, with six years about the maximum and three years the minimum 
retention periods. This follows the several statutes of lmitations. 


GOMPARKAIW FREICURES 

Keep significant operating figures for your client on a separate schedule 
in your permanent file working papers. Thus from time to time you can 
furnish him with long-term comparative figures showing trends either by 
photographing or typing your working sheets. Your chent will be delighted 
at this additional service, that costs you pennies to provide. Thus, for a 
retail operation you might keep comparative sales, gross profit, gross profit 
percentages, rent and salaries in your permanent file and periodically furnish 
a long-term comparison to your client. 


GETTING A RECEIPT FOR INCOME TAX 


From Philip Garfinkle comes this idea with respect to getting evidence 
that an estimate and tax return were filed. If the individual’s income tax 
return for the year shows an overpayment which is applied on the estimate, 
it may well be that neither the return nor the estimate requires a check. 
Under such circumstances, we will, wherever possible, bring the first payment 
on the estimate ~p to an amount which requires a check if only for a dollar. 
Fer example, let’s say the client has overpaid his tax by $600.00, which he 


apples on his estimate. His estimate is $2,000.00, requiring $500.00 as the | 


first installment. The first installment would be shown as $610.00, requiring | 


a $10.00 payment. The client would then have a cancelled check to evidence 
the fact that an estimate was filed, and also for the income tax return if that 
return accompanied the estimate when it was filed. 
The ideas for this issue were submitted by Robert Heinsimer and Melvin Yudler 
of Robert Heinsimer g Company, Chicago, and by Philip Garfinkle of Chicago 
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AS WE Go TO PRESS 


ISCPA ANNUAL MEETING 


On May 4-6 the Illinois Society held its 58th annual meeting in Spring- 
field. General comments of those in attendance ranged from ‘‘very good”’ 
to “excellent.” Many expressed the thought that the technical sessions 
were as good as any ever held at a Society annual meeting. While it 
would be difficult to select a uniformly accepted ‘‘high point’’ in the meet- 
ings, certainly Governor Kerner’s forceful opening remarks on the real 
need for revenue reform in the State of Illinois and the session on ‘‘The 
Changing Image of a Profession,” featuring Scott Jones, Thomas E. Wise, 
and John Lawler, would rank at the top. The approximately 300 members 
in attendance were in accord that President Harry Grossman’s successful 
regime ended on a high note. If you were among the missing in Spring- 
field, plan now to attend the 59th annual meeting next Spring. 


CPA EXAMINATION APPRAISAL COMMISSION 


The Association of Certified Public Accountant Examiners has recently 
published the “Report of the CPA Examination Appraisal Commission.” 
This Commission conducted a thorough survey of the Advisory Grading 
Service offered to the state boards of accountancy by the AICPA and of 
certain other aspects of the Uniform CPA Examination. 

The Report presents the conclusions of the Commission as well as 
the more detailed findings of the study which support the conclusions 
drawn. In addition, several exhibits and tables of a statistical nature are 
presented. 

In general the Commission Report concluded that the AICPA examina- 
tion service and its administration are excellent. “The examinations are 
well prepared and properly graded, and, in all probability, the grades reflect 
the competence of the candidates. The uniform examination service safe- 
guards the profession against the induction of more than a nominal number 
of candidates with comparatively limited qualifications. In this way it 
protects the public interest while tending to build up in the public mind 
a highly favorable attitude toward certified public accountants as profcs 
sionals.’’ Additional conclusions dealt with giving greater publicity to the 
Advisory Grading Service and its high level of competence, giving greater 
recognition to the successful performance of earnest candidates, and with 
a number of technical matters. 

The Report is in booklet form (116 pages) and may be obtained from 
the Association of Certified Public Accountants Examiners, P. O. Box 2988, 
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Grand Central Station, New York 17, New York; cost ¢1200%or 50g 
copy on orders of 10 copies or more. 


8th INTERNATIONAL CONGRESS OF ACCOUNTANTS 


Plans are well along for the 8th International Congress of Accountants 
to be held in New York in September 1962. It is presently anticipated that 
four to five thousand accountants and their families from all over the world 
will participate. The general theme of the technical sessions will emphasize 
the relationship to the world economy of the three major areas of an ac- 
countants’s work—accounting, auditing, and financial reporting. Mem- 
bers of the Society who anticipate participating in the Congress should 
notify the planning committee of the AICPA at the earliest possible date. 


WELCOME TO FLORIDA CERTIFIED 
PUBLIC ACCOUNTANT 


In May a new technical publication, the Florida Certified Public Ac- 
countant, joined the ranks of state society professional publications. We 
welcome its birth and wish it success in the future growth. One interesting 
feature of the initial issue concerned the policy of the Florida State Board 
of Accountancy to require applicants for the CPA examination to write an 
examination covering the rules of ethics promulgated by the Board. Ap- 
plicants are thereby familiarized with the rules of professional conduct 
under which they will be expected to live if successful on the CPA examina- 
tion. Experience with the ethics examination has been so successful that it 
has been adopted permanently as part of the application procedure for 
the CPA exam in Florida. This innovation seems to be a reasonable approach 


to increasing the awareness of candidates to some of their professional 
responsibilities. 


IN THE EDITORIAL MILL 


The next several issues of the quarterly are already in the planning 
stage, and the outlook is particularly interesting. The Autumn issue will 
feature a series of articles dealing with the general theme ‘“‘After Fraud 
Is Discovered.’ These articles will flow from the Society’s successful tech- 
nical session on this topic held last Fall, and is being coordinated by Mandel 
Gomberg of Altschuler, Melvoin & Glasser. In the Winter issue the general 
topic will be ‘Substandard Reporting.’ Several papers from the technical 
session devoted to this topic will be the source of the articles in this issue. 
In addition, several of the excellent papers presented at the annual meet- 
ing in Springfield will be published, as will be the regular features of the 
quarterly. 
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* 
PROFIT TALK 


The Secret is in the Mangini Method 


Where the need for inventory 
accuracy is essential—the need 
for the Mangini Inventory 
Method is vital! 


For each member of the Man- 
gini team is specifically trained 
to deliver a detailed, accurate 
tally from start to finish. 


The secret, of course, is in the 
monitored tape recorder uti- 
lized by Mangini & Associates 


which works better faster, 
saves time, eliminates needless 
store confusion and delivers the 
type of inventory report man- 
agement seeks. 


This is PROFIT TALK! In terms 
of time, money and conven- 
ience, there is nothing finer. 


The next time, you want an 
intelligent, accurate inventory 
. .. want to be really sure— 
check with Mangini & Associ- 
ates. The Mangini method 
really works. 


ir INVENTORY IS OUR BUSINESS * 
MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 
539 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 10, ILLINOIS 


How to EXPAND 
Clerical Controls 


Without EXPENDING 


for 
Extra Facilities 


STATISTICAL 


TABULATING CORPORATION 


Established 1933 


TABULATING »- COMPUTING - CALCULATING 
TYPING - TEMPORARY OFFICE PERSONNEL 


Today, there’s no reason for any of 
your clients to pass up the speed, 
savings and accurate business controls 
made possible by clerical automation. 


STATISTICAL’s low-cost data- 
processing service makes the advantages 
of automatic techniques available to 
any company—large or small. 


If your clients have no tabulating 
equipment, STATISTICAL provides 
the methods, manpower and machines 
for processing reports on a pay-as-used 
basis. This gives management all the 
benefits of electronic data-processing 
without the expense of installing more 
equipment and hiring extra help. 


For clients with tab departments, 
STATISTICAL can help save time and 
money on overloads and special 
assignments, and supply computer 
service to tie in with conventional 
equipment for still greater economies. 
This computer service is also available 
for initial programming, for overloads 
or for continuing work that does not 
warrant a private installation. 


Ask for brochures covering 
these specific services: 

Computer Service 

Sales Analysis 

Inventories 

Accounts Receivable and Payable 

General Accounting 

Production Planning 

Payroll 

Insurance Accounting 

Association Statistics 

Market Research Tabulations 


* 
* 
* 
* 
* 
* 
* 
* 
* 
* 


Just write or phone 
HArrison 7-4500 


53 W. Jackson Blvd., Chicago 4, Ill. 
Phone: HArrison 7-4500 
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